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SUMMARY 


General economic conditions proved 
somewhat favorable to the agricultural sector 
in 1986. Input prices, led by an abrupt drop in 
oil prices, fell or increased only slightly. 
Interest rates continued to fall, although much 
more slowly in the last quarter. 


Farm income generally stabilized in 1986, 
and prospects point to moderate growth in 
1987. Total returns to farm assets are likely 
to be positive for the first time since 1980. 
However, the financial position of the farm 
sector, as indicated by the debt-asset ratio, 
declined further in 1986 and may continue to 
decline through at least the first half of 1987. 
The most severe financial stress for farm 
operators, as measured by debt repayment, 
may have occurred during 1985-86. Income 
maintenance in the late 1980's will likely 
depend on high per—acre yields, lower 
production and finance costs, and strong 
Government supports. 


During the 2-year period 1985- 86, 
production costs, excluding interest, declined 
about $5 billion, led by lower prices for energy 
based inputs, such as fuel and fertilizer. 
Interest expense also fell about $5 billion as 
both interest rates and outstanding debt 
declined. In addition, Government direct 
payments to agriculture doubled to $12-13 
billion. 


The farm sector's financial difficulties 
passed increasingly to lenders in 1986. 
Problems varied somewhat by type of lender 
and location, with the Farm Credit System 
generally the most severely affected. Farm 
real estate values are forecast to decline 
$25--40 billion in 1987, indicating continued 
large erosion in farm loan collateral. 
Declining farm asset values decrease the 
equity cushion that farmers historically use in 
difficult times. In some areas, declining 
equity has been compounded by inadequate 
cash flow resulting from natural disasters, 
such as drought. 


Farm lenders will experience continued 
problems in 1987. Lenders will be competing 
for a somewhat smaller loan volume as the 
farm sector continues to pay down its debt. 
Fund availability will be ample for farmers 
with low to moderate debt levels (about 80 


percent of all commercial farms). But further 
balance sheet restructuring of many 
financially stressed farmers will maintain 
pressure on repayment rates for some lenders 
in the months ahead. Nonper- forming loans, 
delinquencies, defaults, write—offs, and 
acquired property will be problems facing 
many farm lenders. 


The Tax Reform Act of 1986 could have a 
major impact on farm financial conditions and 
farm structure. The major feature of the new 
law is a sharp cut in tax rates for individuals, 
with the top tax rate falling from 50 to 28 
percent by 1988. Many farmers will pay lower 
income taxes under the new law, but many 
incentives for farm investments are being 
reduced. As a result, tax shelter investments 
in agriculture should decline. 


Highlights of the agricultural finance 
outlook are: 

o Net farm income may rise 7-9 percent in 
1987, after adjustment for inflation. Net 
cash income of $40 billion (in constant 
1982 dollars to adjust for inflation) in 1987 
would be the highest since 1979. Projected 
current dollar net cash income of $48 
billion would be the highest on record. 

o Total farm debt outstanding (excluding 
households) at the end of 1986 is expected 
to be about 3 percent lower than a year 
earlier. This would be the fourth straight 
year of decline, and the longest downturn 
on record. Excluding CCC loans, 1986 
farm debt could be 6 percent below 1985. 

o Current income returns are expected to 
improve in 1987, following gains in 1986. 
Current returns to assets of 3.5-3.9 
percent would be the highest since 
1972-74, and the total return to assets 
(including current income and capital 
gains) may be positive for the first time 
since 1980. However, as of January 1, 
1986, about 4 of every 10 farm operators in 
a large USDA survey were estimated to be 
unable to meet their debt obligations. 

o Commercial banks specializing in farm 
finance suffered increasing loan 
delinquencies and losses in 1986 as the 
quality of loan portfolios continued to 
deteriorate. Rates of return on both 
equity and assets fell as a result. 
However, the rate of farm loan 





deterioration may be moderating. 
Agricultural banks accounted for just under 
one-half of the 103 commercial banks that 
closed due to insolvency during the first 
three quarters of 1986. The share of 
closures that was agricultural, however, 
may have peaked in 1985. This reflects 
accelerating problems at nonfarm banks, 
rather than improved agricultural bank 
conditions. 

o Farm Credit System (FCS) loan loss 
reserves are inadequate to deal with 
potential loan losses. On September 30, 
1986, the FCS reported $12.7 billion in high 
risk loans and $5.6 billion in loss reserves 
and surplus. Unless financial conditions in 


GENERAL ECONOMIC CONDITIONS 


The U. S. economy continued the 1985 
pattern of uneven growth in 1986, both across 
sectors and over time. Although the economy 
grew more slowly than in any other year in the 
current expansion, the recovery from the 
November 1982 trough did continue. By the 
end of 1986, the expansion had lasted 49 
months, 14 months longer than the average 
peacetime expansion in the post- WW II era. 
Most economists expect continued growth 
through 1987, which, if realized, would make 
the expansion the longest peacetime rebound 
since before the Civil War. Even though 
activity in 1986 was not very brisk, events set 
the stage for stronger and more even growth 
in 1987 than in either of the previous years. 


The Year in Review 


In many ways, the performance of the 
economy in 1986 was a replay of 1985. Real 
growth in the production of goods and services 
(real GNP, figure 1) was just a shade lower 
than the 2.7--percent rate for 1985, but the 
overall rate masked the continuing divergent 
growth between goods- producing industries 
and service- producing industries. Industrial 
production, a measure of the performance of 
goods- producing industries, grew a paltry 0.5 
percent in 1986 compared with 2 percent in 
1985 and 11 percent in 1984. While measures 


the agricultural sector stabilize, the FCS 
may require additional relief from 
Congress in 1987. Even if conditions 
improve, the effects of the last 2 years of 
losses will burden the FCS. 

o Some 32 percent of the Farmers Home 
Administration (FmHA) farm loans and 23 
percent of the principal outstanding were 
delinquent on September 30, 1986. FmHA 
undertook three important policy actions in 
the farm loan area in 1986. These were a 
shift in emphasis from direct to guaranteed 
lending, the formalization of new 
procedures for handling delinquent loans, 
and the interest rate buydown program. 


of the output of service- producing industries 
are not available, employment growth can be 
used to infer the growth in production. 
Employment in service- producing industries 
grew slightly faster than 3 percent, compared 
with no employment gain in the 

goods- producing industries. Since the middie 
of 1983, the economy has provided about 8 
million new jobs, only 0.6 million of which 
have come in goods- producing industries. 
Between 1975 and 1985, the share of jobs in 
goods- producing industries declined from 
about 30 percent to 25 percent (figure 2). 
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Figure 2 
Employment Growth Rates 
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Whatever increase in goods demand there 
was in 1986 was met mostly by imports. Real 
(inflation--adjusted) imports grew about 4 
percent in 1985 and another 10 percent in 
1986, while exports fell 2 percent in 1985 and 
grew only about 1.5 percent in 1986. Asa 
result, the net export deficit widened during 
1986, averaging nearly $40 billion (in 1982 
dollars) more than the $108 billion level for 
1985 (figure 3). A striking feature of the 
overall deficit was the negative agricultural 
trade balance from May through July, the first 
agricultural trade deficits since 1971. The 
worsening net export deficit occurred despite 
a continued fall in the value of the dollar, 
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which began in March 1985. From March to 
December 1985, the Federal Reserve 
trade-weighted exchange rate index declined 
nearly 25 percent (figure 4). During 1986 it 
declined another 15 percent. 


On the strength of the dollar's decline, 
many analysts predicted that the tide of 
imported goods would recede while exports 
would increase. Unfortunately, a substantial 
turnaround failed to materialize. What little 
improvement there was during the year was 
too late and too little to help domestic 
production much. There were, however, some 
indications that the import tide was turning. 


Figure 4 
Exchange Rates 
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At the end of the year, the merchandise trade 
balance posted consecutive increases in 
August, September, and October, the first 
such improvements in over 2 years. 
Preliminary fourth- quarter estimates of the 
inflation. adjusted net export deficit showed 
the first improvement in a year. Exports of 
some goods posted strong gains in 1986, with 
non- auto capital goods exports up about 10 
percent and “other durable goods" nearly 
doubling. Real exports of agricultural goods 
were unchanged in 1986. 


While there are similarities between the 
1985 and 1986 economic performances, the 
situations were not identical. Real business 
purchases of plant and equipment, which 
increased by nearly 5 percent in 1985, declined 
for the first time since 1983, reducing overall 
domestic demand. The major factor causing 
the decline was the precipitous drop in crude 
oil prices which occurred late in 1985 and 
continued through the first half of 1986. 

Using the price of West Texas Intermediate 
crude as an indicator, oil prices declined from 
about $24 per barrel in December 1985 to 
around $11 per barrel by April 1986 (figure 5). 
The drop in oil prices caused the petroleum 
industry, which accounted for about 10 
percent of all plant and equipment spending in 
1985, to cut back its plant and equipment 
spending by 25 to 30 percent. Production in 
the oil and gas extraction industry fell 15 
percent over the first 9 months of the year. 
Industries supplying inputs to the petroleum 
industry were hit with declines in demand, 


Figure 5 
Domestic Crude Oil Prices 
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resulting in layoffs and the cancellation of 
scheduled plant and equipment purchases, 
further reducing investment spending. 


In contrast to business investment, 
residential investment grew faster in 1986 
than 1985: over 9 percent compared with 5 
percent. Falling mortgage rates, which 
reached their lowest levels since 1977, were 
largely responsible for the increase. 
Residential building activity probably would 
have been even greater had the oil price 
plummet not hurt activity in oil- producing, 
States like Texas, Oklahoma, Louisiana, and 
Alaska (figure 6). 


Much of the 1986 story was written by the 
oil price decline. On the whole, a decline in 
the price of a strategic input, like oil, should 
have beneficial effects on the economy, since 
commodities that require the good as an input 
can be made more cheaply. One industry, 
however, is certain to be hurt: the industry 
that produces the strategic good. In the short 
run, the negative impacts on the producing 
industry, and industries closely linked with it, 
can outweigh the positive impacts, since it 
takes some time for producers and consumers 
to adjust their spending patterns to take the 
fullest advantage of the price decline. 
Exactly when the positive effects begin to 
outweigh the negative effects is largely 
determined by factors such as the size of the 
industry in the economy and the extent to 
which the good is imported. 


Figure 6 
Residential Construction and Mortgage Rates 
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The abrupt decline in oil prices initially 
had a strong negative impact on the U.S. 
economy, since the United States has a sizable 
petroleum industry. Consumers and producers 
in the oil-producing States cut back their 
spending for other goods and services more 
quickly than the rest of the economy could 
increase their purchases of goods that became 
less expensive. Thus, for 1986, some of the 
slow growth in goods production is the 
temporary effect of the decline in industries 
that produce and exploit oil resources. 
However, lower oil prices have helped set the 
stage for an increase in demand in the 
industries that use oil as a major input. 


Nationally, consumers benefited from the 
oil_-price decline. Real consumption grew 
about 4 percent in 1986 and has been brisk . 
throughout the recovery. In the early part of 
the recovery, consumption growth matched 
income growth, but in 1985 and 1986 it 
exceeded income growth. Real disposable 
income grew about 3.5 percent in 1986, 
following a 2.4—-percent increase in 1985, and 
about 4.5 percent in 1983 and 1984. 
Throughout 1986, consumption was financed by 
drawing down savings and piling up debt. The 
savings rate out of personal income reached an 
alltime low of 2.9 percent in the third quarter 
of 1986, while the debt- to- income ratio 
exceeded 19 percent. The previous peak for 
the ratio was just over 16 percent in 1979. 


Not all consumer goods fared equally 
well. Durable good purchases grew strongly 
during the year, thanks to cut-rate financing 
deals offered by auto manufacturers. 
Consumption of services grew 3.5 percent, 
continuing the strong rates of 1983 through 
1985. In contrast, real purchases of food at 
the retail level grew only 1 percent on the 
year, compared with about 2 percent in 1985. 


Interest Rates and Inflation Decline 


Interest rates reaching the lowest level 
since 1977 and inflation falling to a level not 
seen in recent history accounted for the best 
economic news in 1986. On an annual basis, 
the Producer Price Index for finished goods 
fell in 1986, the first time since 1966. The 
major factor bringing down prices was, of 
course, the oil-price decline. Consumers 
faced falling prices for part of the year as the 
oil price decline worked its way through to 
consumer goods. The 1.1—percent Consumer 


Price Index increase was the lowest since 
1961. Falling energy prices were not the only 
reason the price level fell during 1986. At the 
producer level, for example, iron- ore prices 
fell about 5 percent and cement about 2 
percent. 


Rates of growth for nonenergy consumer 
prices varied in 1986. Food prices fell slightly 
in the first half of the year but rose strongly 
over the rest of the year, ending the year 
about 4 percent higher. The price of services 
rose considerably faster than the overall 
consumer index, at about 5 percent. Excluding 
food and energy prices, which are generally 
more volatile than other consumer prices and 
which account for about 30 percent of the 
overall Consumer Price Index, consumer prices 
rose about 3.5 percent in 1986 (figure 7). 


The underlying rate of inflation has been 
slowing over the course of the whole recovery, 
although the slowdown has been more marked 
in the second phase. Unit labor costs are 
generally considered a measure of the 
underlying rate of inflation, since labor costs 
typically account for two-thirds to 
three-quarters of the cost of producing goods. 
Unit labor costs rose a little more than 2 
percent during 1986 and the average rate of 
collective bargaining wage increases in the 
first contract year was also about 2 percent. 
Wage inflation in this range suggests that the 
underlying rate of inflation will continue to 
moderate in 1987, although the overall 
inflation rate should rise as the effect of the 
oil- price collapse dissipates. 

Figure 7 
Consumer Price Indexes 
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Lower inflation rates, coupled with an 
aggressively accommodating monetary policy 
which reduced the discount rate four times 
during the year, brought interest rates 
tumbling down. The 3~month Treasury bill 
rate began the year at about 7 percent but fell 
almost continuously through September, then 
remained relatively constant, at about 5.4 
percent. Longer term rates followed the same 
pattern, with AAA bond rates falling 1.5 
percentage points through September but 
staying relatively constant in the last quarter. 
The bank prime rate started the year at 9.5 
percent and generally followed short- term 
Treasury rates down. The interest rate 
decline can be attributed to three related 
factors. 


First, in late December 1985, Congress 
passed the Gramm- Rudman- Hollings (GRH) 
legislation, which mandated targets for the 
Federal deficit for each fiscal year from 1986 
through 1991. The bill sent a message to 
financial markets that Federal credit demands 
would be falling provided that the provisions 
of the new law were met. Longer rates fell 
more sharply early in the year than did short 
rates, flattening the yield curve, and 
indicating that investors expected short rates 
to be falling in the future. Lower future short 
term rates are associated with the two other 
major factors: declines in expected inflation 
and expected increases in credit supplies by 
monetary accommodation. 


Early in the year, declines in the inflation 
rate and an optimistic Federal budget outlook 
helped reduce interest rates. As the year 
progressed, the budget outlook became 
cloudier, and when the Supreme Court 
declared unconstitutional the automatic 
spending cut provision of GRH in July, it 
became clear that credit demands on the part 
of the Federal Government would remain 
high. Meanwhile, private credit demands 
declined with the fall in plant and equipment 
spending. The net result was the fall in rates 
early in the year (with long rates falling more 
than short rates) and a stiffening of rates in 
the last quarter. 


What This Means for the Farmer 
While the interactions of the farm 


economy and the general economy are very 
complex, there are four major avenues by 


which events in the general economy are 
transmitted to the farm economy. First, the 
level of general demand affects the level of 
demand for farm products, both as an input 
into the production of other goods and by 
consumers for food. In general, economists 
have estimated that a 1-percent increase in 
per capita disposable income is consistent with 
about a 0.3--percent increase in per capita 
food expenditures at the retail level (when the 
price of food relative to all other prices is 
held constant). For the general level of 
activity to have an appreciable impact on food 
demand, say, for per capita food demand to 
rise by 1 percent, disposable per capita income 
would have to rise by about 3.3 percent. While 
such rates of increase were observed in the 
first phase of the recovery, per capita 
disposable income grew only 2.4 percent in 
1986. Thus the level of general economic 
activity did not increase the demand for farm 
products very much in 1986. 


A second avenue by which conditions in 
the general economy affect farmers is through 
the exchange rate and real economic growth 
abroad. All other things held constant, an 
increase in the rate of economic growth 
abroad should increase the foreign demand for 
U.S. farm products much like an increase in 
domestic income growth affects the demand 
for farm products. Likewise, the value of the 
dollar with respect to other currencies affects 
foreign demand for U.S. farm products. If the 
exchange value of the dollar is high, foreigners 
must part with more of their own currency to 
buy U.S. farm products (or any U.S. products). 
Since consumers typically buy less of a 
product when it costs more, the demand for 
farm products is lower when the exchange 
value of the dollar is high. 


Though the theoretical directions of 
effects are easy to explain it is hard to obtain 
precise estimates of the effects of foreign 
growth and the exchange value on the demand 
for agricultural products. If the effect of the 
foreign demand increase is about the same 
size or smaller than the domestic income 
effect, it is unlikely that rising income abroad 
affected the demand for U.S. farm products 
substantially in 1986, since the rest of the 
world grew just slightly more slowly than the 
United States. 


Because the value of the dollar declined 
substantially during 1985 and 1986, many 


forecasters predicted an increase in tne 
foreign demand for U.S. farm products. 
However, large worldwide surpluses of 
agricultural commodities tended to offset the 
exchange rate effect, as agricultural 
commodities from all suppliers became 
cheaper. Another factor which tended to 
mute the expected effect of falling exchange 
rates on the demand for U.S. agricultural 
commodities was the unevenness of the 
decline in the value of the dollar. While the 
dollar declined with respect to major 
industrialized countries with which the United 
States does about 60 to 70 percent of its 
foreign trade, it did not decline against those 
countries which are major competitors in the 
agricultural commodities markets. Figure 4 
shows the relationship of the value of the 
dollar measured using a standard developed by 
the Federal Reserve and a measure which 
compares the dollar against those countries 
which are major agricultural trading partners 
for wheat. Even though the value of the dollar 
has declined for both indexes, the decline is 
far greater for the Federal Reserve index, 
which is more meaningful to overall trade, 
than for the wheat-weighted index. 


The decline in the value of the dollar was 
uneven across countries as well as 
commodities. The dollar barely declined 
against the Taiwan and South Korean 
currencies. These countries accounted for 
about 10 percent of agricultural exports in 
1985. Thus, the dollar's decline did little to 
stimulate world demand for U.S. agricultural 
production. 


The two remaining major avenues through 
which the general economy affects the farm 
economy work through the cost side of the 
farm income statement. Increases in the 

general price level have a profound effect on 
the cost of inputs used by the farm sector. Of 
all farm production expenses, manufactured 
goods accounted for slightly more than 15 
percent in 1985. A good indicator of the rate 
of overall input price increase faced by the 
farmer from outside the farm sector is the 
Producer Price Index, especially for 
intermediate goods. The intermediate goods 
index fell about 4 percent in 1986, compared 
with no change in 1985. Farmers realized a 
considerable cost savings through this avenue 
in 1986. Cash expenses are projected as 
having declined about $6 billion in 1986, to 


Figure 8 
Prime Rate and Loan Rates for Feeder Cattle 
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$106 billion, the lowest level since 1979. The 
primary area of savings was, of course, in 
energy expenses, but the energy price decline 
allowed fertilizer and other input prices to fall 
slightly, so the indirect effects of the crude 
oil price decline worked in the favor of the 
farmer also. 


Besides helping to keep the overall level 
of demand high in the economy, the interest 
rate decline also affected the interest expense 
component of farm production costs. In 1985 
interest payments accounted for about 14 
percent of total production costs. Declines in 
the general level of interest rates are not 
mirrored precisely in declines in the rates 
charged to farm borrowers, however. While 
farm interest rates follow the general trend of 
interest rates, figure 8 shows that the average 
bank prime rate has been lower from 1982 
through the middle of 1986 than rates charged 
on feeder livestock loans, although the size of 
the difference varies over time. The varying 
size of the difference could be due to the 
changing perception of the riskiness of lending 
to farm borrowers relative to nonfarm 
borrowers. Even if the general level of 
interest rates falls, rates facing farmers could 
either rise or not fall as quickly if the risk of 
lending to a farm borrower has risen. 


The Outlook 
The economic outlook for 1987 is for 


faster and more even growth than the in 1985 
and 1986. Real GNP should grow more than 3 


percent, with a higher rate of growth in real 
disposable income as higher wage 
manufacturing jobs are added in greater 
numbers. Although the underlying rate of 
inflation is relatively low, it is likely to be 
higher than the overall price level increases in 
1986, so that the inflation rate is likely to be 
about 3 to 4 percent. 


Interest rates should rise slightly 
throughout 1987 in response to faster real 
growth and slightly higher rates of inflation. 
It is unlikely with real growth in excess of 3 
percent that the Federal Reserve Board will 
try to force interest rates down during 1987. 
Whether rates facing agricultural borrowers 
rise with the general level of rates is largely a 
question of whether the risk premium for 
agricultural loans increases or decreases. In 
the face of modest interest rate increases and 
no change in agricultural conditions, interest 
rates facing farmers are not likely to increase 
significantly. The exchange rate should 
stabilize near its value at the end of 1986 or 
drop slightly, but the lagged effects of the 
earlier exchange value decline should continue 
to affect trade volumes throughout 1987. 


This general outlook for 1987 is 
contingent on many factors, which if changed 
considerably, will change the outlook. First, 
recent events have unsettled crude oil markets 
again, and the price outlook is cloudy. A 
significant increase in the price of crude oil 
could substantially raise the U.S. inflation 
rate, leading to higher interest rates, and 
lower rates of investment and consumption 
activity. 


Although the foreign trade picture seems 
to be improving, should the improvement turn 
out to be temporary, or should the 
improvement not be quick enough, there is a 
possibility that protectionist measures could 
be adopted to control imports. This could 
bring some short-run improvement in national 
economic performance, but U.S. trading 
partners are likely to retaliate, which would 
hurt exports, production, and employment 
growth. One example of retaliation affecting 
agriculture is Canada's recent decision to 
apply a countervailing duty on U.S. corn 


exports. 


It is possible that conditions in agriculture 
may indirectly affect other sectors of the 


10 


economy by causing a change in the overall 
tax and spending policies of the Federal 
Government. If Federal payments to the 
agricultural sector considerably exceed 
budgeted levels, a higher--than--expected 
Federal deficit will result. This could bring 
pressure on the President and Congress to 
alter their overall, as opposed to agricultural, 
policies in order to keep the deficit at or near 
the Gramm--Rudman--Hollings targets. The 
shape and scope of policy changes to meet this 
contingency are highly uncertain, but the short 
run effects of additional fiscal tightening are 
likely to be contractionary. Furthermore, for 
sectors highly dependent on Government 
payments, including agriculture, the effects of 
such reductions are likely to be severe. 


Finally, 1987 is the first year of phase-in 
for many of the provisions of the tax reform 
bill passed in 1986. Since the bill legislates 
lower rates for consumers and somewhat 
higher effective rates on business income, it is 
hard to predict the net effect of consumer and 
producer reactions. The elimination of the 
investment tax credit, retroactive to January 
1986, tends to hurt business investment, but 
the expected increase in demand for consumer 
products as a result of higher after--tax 
consumer income should tend to increase 
investment by those industries producing 
consumer goods. The net effect on real 
activity in 1987 will be small relative to the 
effects which will be felt in 1988 and 1989, as 
more of the bill's provisions take effect. 


OVERVIEW OF THE FARM ECONOMY 


The farm sector economic difficulties in 
the 1980's were at least partially the 
consequence of investment and finance trends 
engendered by the prosperity of the 1970's. 
Due to a declining U.S. dollar and high growth 
in foreign demand for food grains, feed grains, 
and soybeans, real net farm income (1982 
dollars) was about $35 billion or more during 6 
of the 8 years, 1972-79, a level not reached 
since. Real net cash income was nearly 30 
percent higher in 1970-74 compared to 
1960-64, and the real asset level increased 
nearly 70 percent in 1975-79 compared to 
1960-64 (tables 1, 2). In comparison to the 
slow, steady farm business growth during the 
1960's, 1970's income levels and growth in 
asset values were notably strong. 


Table |.--Farm sector income, 1960-86 


3 cash; farm: farm: cash: farm: farm 
Billion dollars 

1960-64 13.5 11.5 10.0 42.5 36.1 31.5 
1965-69 16.2 13.2 14.6 44.4 36.2 40.2 
1970-74 26.0 22.1 22.2 54.3 46.0 46.9 
1975-79 30.8 23.6 28.0 45.4 34.9 41.2 
1980-84 36.0 22.3 36.4 36.7 22.6 37.0 
1985 44.0 30.5 40.8 39.5 27.3 36.6 
1986P 44.2 28.8 42.7 38.6 Zoe 37.3 





P = preliminary. 1/ Deflated by the Gross National Product 
implicit price deflator, 1982=100. 


Prolonged economic growth, such as 
occurred in 1972-79 in agriculture, fosters 
behavior that eventually undermines the 
growth process. In response to higher income, 
lower real interest rates (after inflation) and 
to an important degree, income tax incentives 
to invest, farmers and others during 1972-79 
bid land prices up 235 percent, increased 
annual machinery and equipment purchases 
192 percent, and raised farm debt 181 
percent. The prosperity of 1972-79 led to a 
weakening of the sector's ability to provide a 
low cost, competitive product in the 1980's. 


Aggregate Developments in the 80's 


While both land prices and farm debt 
increased in 1980- 81, there were several 


indications that prosperity was waning. In 
1980, current returns to farm equity became 
negative for the first time since the 1930's, 
farm machinery expenditures declined, 
nominal interest rates rose through the 

20- percent level, a serious drought occurred in 
parts of the country, and total production 
expense increased $10 billion. Agriculture 
entered the 1980's with an inflated cost 
structure, a burdensome debt load pushing 
rapidly toward $200 billion, increased 
production capacity, and critically dependent 
on sustained export demand. In this 
increasingly vulnerable financial position, 
producer and lender expectations of sustained 
demand and rising commodity prices went 
unfulfilled. 


The years 1982-84 were financially 
devastating for many producers. Export 
demand fell broadly. The domestic economy 
experienced high inflation, soaring real 
interest rates, and a deep recession in 
1981--82. A severe drought occurred in the 
Midwest in 1983 and a series of localized 
droughts continued in parts of the South. A 
downward price spiral was relieved only by the 
supply- reducing 1983 drought and the 
payment-—in-kind (PIK) program. The debt 
burden of many small and large farms became 
untenable. 


Federal assistance increased to cushion 
farm financial problems. The burden of large 
program outlays and the view that U.S. farm 


Table 2.--Balance sheet of the farming sector, 1960-86 |/ 


: Current dollar : 


: Assets : Liabilities : 


Year -: $ lonrea : Total : a 


a 
: estate : estate & 


: estate : 


Deflated ($1982) 2/ 
: Nonreal : Total : Total : otal : Equity 
estate : assets : liabilities : 


Mees: financial = 
Billion dollars 


1960-64 134.5 55.7 190.2 137 
1965-69 178.0 68.2 246.3 22.6 
1970-74 256.7 100.5 BOee 32.9 
1975-79 529.4 162.4 691.8 59.5 
1980-84 73641 4 225-0 959.8 98.6 
1985 559.6 211.8 771.4 97.3 
1986P 509.2 197.5 706.7 92.0 


P = preliminary. 
implicit price deflator, 1982=100. 


1/ Excluding operator households. 


15.0 28.7 596.5 89.9 506.6 
20.7 43.3 675.4 118.6 556.8 
29.1 62.0 749.9 130.5 619.4 
Dhad 116.8 1005.0 169.7 835.3 
94.2 192.8 986.3 196.4 789.9 
94.8 192.1 690.6 172.0 518.6 
94.2 186.2 616.7 162.5 454.2 


2/. Deflated by the Gross National Product 
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products were increasingly priced higher than 
competitors', led to the passage of 1985 farm 
legislation designed to provide a more 
consistent "market orientation." Continuing 
sluggish trade conditions, record 1985 farm 
production levels, record or near- record 1986 
soybean and corn yields, and lower CCC loan 
rates further depressed commodity prices. In 
current dollars, 1986 farm prices of corn, 
wheat, and soybeans were typically about 20 
to 30 percent below the 1973--76 levels (table 
3). When adjusted for the loss of purchasing 
power due to inflation, these prices in some 
cases were as much as 60 to 70 percent below 
the 1973-76 levels. 


U.S. exports continue depressed. In spite 
of the declining trade-weighted value of the 
dollar during 1985, the value of 1985 U.S. 
exports was about one third below the 1981 
level. 


Farm Sector Outlook 


Several factors are shaping the financial 
future of agriculture: 

o Key economic conditions are changing. 
These include reduced production cost 
structure, lower interest rates, a more 
competitive dollar and a projected 
stabilization of both agricultural export 
volume and value. 

o Real net cash income stabilized at 
relatively higher levels in 1985-86 and is 


currently projected to increase about $3 
billion. 

o Current returns to farm assets and equity 
have reached 3 percent or more. 

o The rapid decline in real estate values has 
slowed, and there are indications that 
future declines, should they continue, will 
be some fraction of the annual average 
decline of $85 billion in 1984-85. 

o The financial crisis increased during 
1985-86 for “technically insolvent" farms, 
those whose debts exceeded their total 
assets. However, there is evidence that 
slippage of farms from “financially strong" 
to "stressed" has slowed. This may 
indicate that fewer commercial size farm 
operators will experience financial stress 
in 1987. 

o Unprecedented levels of Government 
outlays to support farm income are 
partially offsetting reduced open market 
receipts, and have cushioned the transition 
to a more competitive agricultural cost 
and price structure (figure 9). 


Because of the strengthening of the above 
trends, there is reason to believe U.S. 
agriculture is on a firmer financial footing 
than in 1984-85. Although difficulties may 
increase in regions such as the Southeast and 
Southern Plains, due to the lingering effects of 
the 1986 drought. Also, record soybean, feed 
grain, and food grain ending stocks in 1986 
and/or 1987 are a cause of deep concern 
because of their price-dampening impact. 


Table 3.--Current and constant dollar commodity prices, selected years, 1973-86 





: rn : Wheat : Soybeans : on : Cattle : s 
Prices/years : (bu.): (bu.) : (bu.) we Clb) ese Gibed (Ibe) 
Dollars r it 
Current: : eee 
Average price, 1973-76 : 25:7 3555 6.01 0.51 0.36 0.41 
Average price, 1983-86 : 2.56 3.11 6.00 Peli! -95 47 
Estimated price, 1986 I/: 9 Smee oi), 4.95 5 54 -50 
Constant: 2/ 
Average price, 1973-76 : 4.61 6.47 10.72 -89 -65 ate 
Average price, 1983-86 : 2.36 2.86 5.53 753 5 43 
Estimated price, 1986: 1.70 2.09 4.37 -46 48 45 
Ratio of average prices: , Ratio 
1983-1986/ 1973-76 
Current s 1.00 88 1.00 i.12 
Constant P51 aad 152 -60 a. et 
1986/ 1973-76 : ; 
Current : 79 -67 -82 1.00 1.5 
Constant 37 32 A “52 35 6 


\/ 1986 prices are not official USDA estimates. 2/ De 
National Product implicit price deflator. ated Oy oe ere 
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Figure 9 


Trends in Interest and Direct Government Payments 


Percent 
40 
eS income before interest 
Government payments/Gross cash income 
30 
20 
10 





Zs aed 


1970-74 1975-79 


1960-64 1965-69 


The current more optimistic prospect for 
recovery is fragile because Government 
outlays to agriculture may not be viewed by 
farmers or farm lenders to be "permanent," 
and crop prices are very weak. Given the 
weakened balance sheet position of the farm 
sector, it is likely that at least 2 more years 
of major operator debt reduction will occur, 
accompanied by large Federal outlays, before 
agriculture attains a more solidly competitive, 
financially stable position. 


FARM INCOME 


Net farm income, in constant 1982 dollars, 
is expected to rebound about 8 percent to $27 
billion in 1987 from $25 billion in 1986 (table 
4). While improved over the levels of 5 of the 
7 years, 1980-86, the 1987 net farm income 
estimate remains substantially lower than the 
strong $35 billion "plus" levels achieved by this 
production- based income measure during 
1972-79. Net cash income, which does not 
include depreciation, changes in commodity 
inventories or the farm household's income 
and expenses, is projected to reach $40 billion 
(1982 dollars) the highest level since 1979, and 
achieve a record $45- $49 billion in current 
1986 dollars. 


The years 1985- 87 constitute a 
surprisingly solid net cash income performance 
during a period when cash receipts fell 12 
percent. Direct Government payments, up 





ZZ 


1980-84 8 





$7- $8 billion, and cash expenses, down $9 
billion, have offset declining cash receipts 
from marketings since 1985. In addition to 
record yields and high production in several 
major crops, and declining prices in the 
mid-1980's, extraordinary increases in 
Government outlays have become critical to 
farm income maintenance. 


Growing Government Payments 


Direct Government payments to farmers 
(cash and certificates) will likely reach $12-$13 
billion in 1986 and increase to $15 or possibly 
$16 billion in 1987. These levels would provide 
9 and 10 percent respectively of 1986 and 1987 
gross cash income. The anticipated doubling 
in the direct payments to gross cash income 
ratio from about 5 percent in 1984- 85, is due 
primarily to large increases in cash deficiency 
payments, and enactment of the Dairy 
Termination Program and the Conservation 
Reserve. The current prospect for large land 
diversion payments, growth in conservation 
reserve rental outlays, and gains in program 
participation suggest that the Federal 
Government may continue to provide 8-12 
percent of gross cash income through direct 
payments. Major components of direct 
payments include deficiency, diversion, 
storage, and conservation programs. 


Direct payments provided a large share of 


agricultural revenues to major farm States in 
1985 (in millions): Texas ($848), lowa ($691), 
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Table 4. --Farm income and cash flow statement 





pores ea | tens ae 


1. Farm receipts 
Crops (incl net CCC loans) 
Livestock 
farm related 


2. Direct Government payments 
Cash payments 
Value of PIK commodities 


3. Total gross farm income 
4. Gross cash income 

5. Nonmoney income 

6. Value of inventory change 


7. Cash expenses 
8. Total expenses 


9. Net cash income 

10. Net farm income 
Deflated (1982$) 

ll. Off-farm income 


12. Loan changes : Real estate 
13. : Nonreal estate 


14. Rental income plus monetary chng : 


15. Capital expenditures 
16. Net cash flow 








P=Preliminary. F=forecast. 


Nebraska ($518), Illinois ($492), North Dakota 
($484), Kansas ($482), Minnesota ($480), 
Arkansas ($329), California ($302), Oklahoma 
($250). The 63 percent of direct payments 
received by these States was consistent with a 
trend in recent years for the top ten 
agricultural States to receive 60-70 percent of 
the total. While the size of the payments will 
likely double between 1985 and 1987, the 
relative distribution among these leading 
States is expected to remain similar to 1985. 


The sheer size of Government direct 
payments makes them a core component of 
the outlook for farm income. Several 
enterprise budget analyses have suggested 
Government payments permit "cashflowing" 
the purchase of good quality farmland in the 
Midwest at current prices with modest 
downpayments. Investor concerns regarding 
the "permanence" of large direct payments 
during 1988-90 may be one reason that 
frequently positive cashflows were not 
translated in 1986 into land price stabilization. 
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2 19830, 2 2 1984 1 983 See 
Billion dol lars 
. [4029 Soe A6n4 @ MBs SEF 130 
67.0 69.2 72.7 él 58 
69.5 72.9 69.4 7\ 72 
4.4 4.3 6.4 5 5 
9.3 8.4 Tag 13 15 
4.1 4.0 76 9 9 
5.2 4.5 0.1 4 6 
152.4 174.4 166.6 160 150 
150.2 154.9 156.2 150 151 
13.2 ine 11.5 10 9 
-10.9 635 Sie 3 3 
(300 (19 6 20 eet OG 103 
39.5 14) 27 eee 4360). eto 125 
37% 39.3 44.0 AA 48 
13.0 32.7 30.5 28 32 
12.5 30.3 27.3 25 27 
37.0 37.9 40.8 43 AA 
2.5 0.8 5.6 Es i 
1.0 0.8 19.2 xe Bs 
5.7 7.8 8.0 7 7 
13.0 12.5 10.1 8 7 
33.3 33.0 27.1 32 Al 
Exports 


During the last 5 marketing years the 
following percentage of production of these 
crops was exported: wheat (54), rice (49), 
cotton (47), soybeans (40), corn (26). These 
crops, produced primarily in the Corn Belt, 
Delta, Northern Plains, and Southern Plains, 
remain heavily dependent upon exports. 


However, the export value of wheat, rice, 
feed grains, oilseeds and products, and cotton 
declined 25 percent in the first 11 months of 
the 1986 fiscal year (table 5). The value of 
agricultural exports fell 17 percent overall in 
this period, while export volume declined 15 
percent. 


With recent changes in exchange rates 
there are indications that U.S. agricultural 
exports in 1987 will begin to stabilize for 
commodities such as soybeans, wheat, and 
rice, while increasing in cotton. The 
longer-run export outlook is clouded because 


Table 5.--U.S. agricultural exports: Quantity and value of selected commodities, 


October-August 1984/85 and 1985/86 


; : Quantity 
Commodity group : tober-August : 


: 1984/85 : 1985/86 : change _: 1984/85 : 1985/86 : change 


e 
° 


Thousand tons 


All animal products > «6.2, 148 2,404 
Meats and meat : 
products : 393 403 
Poultry meats : 21S 24 | 
Dairy products : 380 444 
All grains and feeds : 88,271 67,680 
Wheat : 26,557 22,822 
Rice ; 1,743 1,948 
Feed grains 32 2 ee) ODO 
Oilseeds and products : 22,443 26,244 
Oilcake and meal SAS 227 5,276 
Soybeans ce) O> mmo sei? 
Sunflower seeds : 990 356 
Cotton, excluding : 
linters : 1,233 400 
Cotton linters : 38 33 


Total, all commodities : 118,388 101,214 





: Value 
Percentage : October-August : Percentage 
Million dollars 
12 Sedo 3,987 6 
3 830 913 10 
12 238 256 7 
17 383 391 2 
-23 12,539 8,723 -30 
-14 3,998 2,964 -26 
12 603 565 me) 
-36 6,500 33955 -46 
17 5 , 866 5,955 Z 
25 786 1,064 35 
23 3,696 4,010 8 
64 299 94 -69 
-68 1,88) 600 -68 
-13 21 13 -36 


-15 29,317 24,410 -\7 


Source: U.S. Department of Agriculture, Economic Research Service, Foreign Agricultural 
Trade of the United States, September/October 1986. 


of the uneven changes in the U.S. dollar 
against currencies of both importers and 
exporters of grains, oilseeds, and cotton, and 
the 1-3 year lag between currency devaluation 
and resultant changes in trade patterns. Also 
affecting exports will be the continued 
presence of both tariff and nontariff barriers 
to major U.S. agricultural commodities, 
targeted Export Assistance Agreements, and 
supply/demand factors ranging from global 
weather patterns to changes in meat 
production levels in centrally planned 
economies. 


Modest Fall in 1987 Cash Receipts 


A solid performance by poultry and strong 
gains in cattle and hogs are projected to 
cushion the continuing decline in cash receipts 
for food grains, feed grains, and oil crops in 
1987 (table 6). The expected 5-7 percent 
decline in crop receipts can be attributed to 
the very burdensome buildup in stocks during 
1984-.86, as exports declined, and to the 
impact of lower price supports mandated by 
the 1985 Food Security Act's market oriented 
design. Crop cash receipts depend upon CCC 


price stabilization activity. Net increases in 
CCC loans will average about $10 billion 
annually during 1985-87, while food grain, 
feed grain, and oil crop receipts will have 
fallen from more than $42 billion to about $29 
billion between 1985 and 1987. 


Gains in fed cattle prices of $4 to $6 per 
cwt in 1987 and potentially improved hog 
prices are anticipated to continue the 
broad-based 1986 recovery in red meats. 
However, potential consumer resistance to 
higher meat prices, as influenced by economic 
conditions, and continuing gains in poultry 
demand pose possible problems for red meat 
producers in 1987. Dairy producers will likely 
experience slightly lower cash receipts in 
1987, although lower feed prices could 
improve profits. 


Production Expense Decline 
Continues in 1987 


A 2- to 4percent decline in current 
dollar production expense in 1987 would 
constitute the third consecutive annual decline 
in this critical component of the farm income 
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statement (table 6). The 5-percent fall in 
1986 is the largest in more than 30 years. 
Agricultural costs, which increased six-fold 
since the early 1950's, are undergoing a major 
restructuring led by substantial declines in 
petroleum based inputs, interest, and 
machinery and buildings capital consumption. 
In 1986, lower costs were about equally the 
result of lower input prices and reduced input 
quantities. Declining input prices and 
quantities are currently projected to continue 
into 1988. However, international input trade 
relationships and broad macroeconomic 
factors are important to production cost 
structure and are subject to rapid change. 


The downward trend in grain prices will 
shift feed expense lower (4-7 percent), 
benefiting poultry, beef, and hog producers. 
The 20—percent acreage set-aside and 
15-percent paid land diversion will have a 
large impact on fertilizer sales in 1987. 
Compared to a nearly $16--billion expense bill 
for fertilizer and fuels in 1982, the 1987 
projection is for $10 billion. 


Interest expense is forecast to decline $3 
billion between 1985-87, following a $2- billion 
drop in 1982-84. The continuing fall in 
depreciation expense and mid-1980's declines 
in repair, miscellaneous operating expense, 
and rent also lower cost structure. Only three 
nonfarm origin input components are expected 
to increase in 1987: property taxes (2 
percent), hired labor (2 percent) and 
electricity (3 percent). 


Income Distribution 


A shifting of net cash income from crop 
to livestock farms likely occurred in 1986. 
Crop farms accounted for nearly 61 percent of 
net cash income in 1985, about 53 percent in 
1986, and may decline to 51 percent in 1987. 
The largest share of this decline is in the cash 
grain sector. Cash grain farms averaged an 
estimated $17,400 in income in 1985, but their 
incomes in 1986 and 1987 could be $3,000 
lower, because Government payments and 
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lower input costs will not fully offset declining 
crop prices. 


Fruit, vegetable, and horticultural farms, 
which together comprise 6 percent of farms 
and 14 percent of cash receipts, received 27 
percent of total net cash income in 1985 and 
could get more in 1986 and 1987. These tend 
to be large-scale commercial operations 
selling high-value products with earnings 
substantially above those of the average crop 
farm. Vegetable farms realize the greatest 
per farm annual net cash income with well 
over $100,000. 


Livestock's projected income gains in 
1987 are due to higher receipts and lower 
expenses. Net cash income of meat animal 
farmers, which totaled an estimated $5.7 
billion in 1985, or 33 percent of total livestock 
income, increased in 1986 due to stronger hog 
receipts and reduced expenses. In 1987, meat 
animal income may surpass poultry and dairy 
sector income as cash receipts improve for 
cattle and hogs and expenses continue to 
decline. Largely through their own grain 
production, meat animal farms may receive 
about $2 billion in direct Federal payments in 
1986 and 1987-- more than half the livestock 
sector's total. 


Dairy sector net cash income, which 
totaled an estimated $6.2 billion in 1985, may 
improve in 1986 and 1987 despite possibly 
lower milk prices and cash receipts. The 
poultry and egg sector, which in 1985 
accounted for 2 percent of all farms and 11 
percent of all net cash income, may realize 
the largest income gain of all farm enterprises 
in 1986. A substantial increase in receipts will 
likely combine with lower expenses to raise 
income more than a fourth above the $4.9 
billion of 1985. Aside from vegetable farms, 
poultry and egg operations received the 
largest per farm income ($102,400 in 1985). 
Despite little growth in 1987 receipts (except 
for turkeys), poultry income will probably be 
maintained near the 1986 level as production 
expenses again decline. The profitability of 
specialized farms of alternative sizes is 
examined in table 7. 


Table 6.--Cash receipts and production expense 


. 
. 


eer 


: Change 


: 1985 1986 1987: 1986-87 : Major factors 
Billion dollars 


|. Total cash receipts 


2. Crop cash receipts 


Food grains 


Feed grains 


Oi! crops 


Fruits, nuts, 
vegetables 


Cotton, 
Horticultural 
Other 


3. Livestock cash 
receipts 


Meat animal 


Poultry 


Dairy product 


Other livestock 


4. Production expense 


Farm origin 


Manufactured 


Interest 


Other operating 


Other overhead 


jira 


142.1 


eh: 


8.8 


21.4 


22. 


-15.4 


14.9 


69.4 


bez 


18.1 


1.9 


136.1 


Dilan, 


20.9 


18.7 


Slat 


132 


6) 


7\ 


39 


129 


31 


32 


31 


130 


72 


40 


31 


31 


Percent 


-2 


-2 


-9 


-2 


Small decline in 1987 following 6-8% fall in 
1986 as excess grain stocks and lower CCC loan 
rates took effect. Rising livestock receipts in 
1986-87 do not offset slide in crop receipts. 


Crop receipts In 1987 lower due to $3.5-billion 
decline in corn, wheat, and soybean sales. 


After one-third fall In (986, due to both lower 
prices and production, will fall again in 1987 as 
bighe production does not offset lower CCC loan 
rates and market prices. 


Nearly 40% decline between 1985 and 1987, corn 
41% lower. CCC loans provide 40% of 1986 feed 
crop receipts. Paid land diversion in 1987 to 
reduce second-half corn marketings. Trend may be 
for more grain to be fed directly on farms. 


Soybean yield second highest in 1986, while 
peanuts down 20% due to drought. Peanut rebound 
in 1987 will not offset lower soybean, sunflower, 
flaxseed prices. 


Commercial vegetable prices up 2% in 1986, 2-4% 
in 1987. Lower production of fruits and nuts 
resulted in 4-6% decline in receipts. Large 
citrus crop may lower early 1987 fruit prices. 


After 20-25% fall in 1986, cotton receipts may 
stabilize in 1987. Tobacco receipts may fal! 
slightly and greenhouse and nursery receipts 
increase slightly in 1987. 


Strong year shaping up in 1987 for hogs and 
cattle with $2 billion higher sales projected. 


Hog receipts rose 18% between 1985 and 1987. 
Cattle receipts up 5% to $27-28 billion. Strong 
gains for livestock operations in States such as 
lowa. 


Strong demand and production increases for 
broiler and turkeys continued in 1986. Higher 
output offset by lower prices in stable 1987. 


Combination of slightly lower milk production 
and possible decline in support price in 1987. 


Tne 3%-decltine in 1986 was largest since 1953. 
Third consecutive year of decline is expected in 
1987 with lower manufactured inputs and feed 
expense. 


A nearly $2-billion fall in feed expense 
between 1985 and 1987 was offset by $900 million 
higher livestock expense. 


A $4-billion decline between 1985 and 1987 was 
due to reduced acreages and lower prices of 
petroleum based inputs which reduced fertilizer, 
fuel, and pesticide expenses. 


A $400-million decline in 1987 may be a 
conservative estimate following $1.4 billion fal! 
in 1986. Declines due to both lower debt and 
interest rates. 


Slightly lower custom work, repair, and other 
operating expense is primarily due to reduced 
commodity program acreages. 


A 6-10% decline in rents and 3-5% lower 
inflation is likely in both 1986 and 1987. Lower 
depreciation is due to continuing depression In 
farm machinery sales. 
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Net Returns for Differing Sizes of Farm Operations, 1985 


Before-tax business profitability, or 
net returns, varies by size classes for all 
types of specialized farms (table 7). 1/ 
The net returns concept excludes all 
farm household items, as well as 
depreciation expenses. Actual capital 
expenditures are accounted for as are 
the value of crops produced but not sold 
in 1985. Because the proportion of hired 
labor varies greatly by farm size, net 
returns are calculated both with and 
without an imputation for unpaid labor 
hours. 2/ 


About three-quarters of the 
specialized wheat farms in 
$100,000- $249,999 size class had 
positive returns, despite the fact that 
world wheat prices are at their lowest 
level since the early 1970's. The asset 
value of the mid-size wheat farms is 
about two times that of the smaller 
farms. The greater productive capacity 
of the mid-size farms explains their 
greater net returns, although their rate 


1/ Specialized farm types are defined 
as having production valued at $40,000 
or more and with at least half of the 
production in one or two commodities. 
Although farms whose total value of 
production is less than $40,000 account 
for 72 percent of all farms they produce 
relatively little of U.S. production. For 
wheat they produce about 15 percent, 
corn-soybean about 13 percent of 
production, .and about 5 percent of 
cotton and dairy production. 

2/ When an imputation is made for 
unpaid labor it is conservatively valued 
at the average wage rate for paid farm 
laborers. 


of return on assets is also somewhat 
larger. The survey data do not permit a 
statistically reliable analysis of the 
largest sized wheat farms. 


The smaller corn-soybean producers 
had the highest returns of all the small 
specialized farms. Similarily, the 
medium and large size corn- soybean 
farms had the greatest returns for their 
size among the specialized farm types 
analyzed. The greater profitability of 
corn-soybean farms relative to other 
types of specialized farms is in part 
attributable to their lower average 
expenses per value of production and not 
to higher asset values in each size class. 
In fact, corn-soybean farms' average 
value of assets of $448,000 was lower 
than the other three types of specialized 
farms. 


The higher returns of mid-sized 
compared to large cotton farms was, in 
part, due to the $50,000 government 
payment limitation which caused many 
large cotton farms not to participate in 
Government programs, in 1985. 

Non- participating cotton farms did not 
receive Government income supports 
when cotton prices subsequently fell due 
to a significant decline in cotton exports. 


Because dairying is a 
labor-intensive speciality there is a 
large difference in the percent of farms 
with positive net returns before and 
after a charge for unpaid labor. The 
mid-sized dairy farms had the highest 
percent of farms with positive returns 
before inclusion of unpaid labor. When 
an imputation for unpaid labor is made, 
however, the largest dairy farms had the 
highest percent with positive net returns. 
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Table 7.-- iali 
e 7.--Net returns of specialized farms by value of production classes, 1985 
Returns to enterprise. 


before/after own $40, 000- : “$100 000 sae 3800 — 
labor charge $99,999 $499,999 or more 


Average returns (percent positive returns) 
Wheat 


Before $12,870 (71.8 
, 8) $39,027 (76.4) NA (NA 
After $1,362 (52.4) $23,872. (73.1) NA ND 


Corn-soybeans 


Before $18,021 (82.3) $ 
; : 52,032 (82.0) $150,687 (84.2) 
After $6,766 (68.6) $36,425 (76.3) $133,707 (78.8) 





Cotton 
Before $2,991 (63.2) $ 
, . 49,917 (79.5) $25,306 (56.3) 
After $11,014 (35.4) $32,961 (74.5) $11,442 (56.3) 
Dairy 
Before $10,188 (79.7) $ 4 
, : 31,198 (83.4) $138,599 (77.1) 
Arter -$12,235 (32.1) $8197 (61.7) $122,115 (71.1 
NA = Not available. = 
Source: USDA Farm Costs and Return Survey, 1985 
Table 8.--Balance sheet of the farm sector, December 31, 1981-87 I/ 
So thang Change? 
: : Change ange 
\ tem : (981 1982 1983 1984 1985  1986P 1987F : 1985-86 1986-87 
: $ 
ee ee Ot ton Ol als scene .--Percent- - 
Assets: 1,005.2 977.8 956.8 856.0 771.4 707 669 8.4 -5.3 
Real estate 780.2 745.6 736.1 639.6 559.6 509 474 -9.0 -7.0 
Nonreal estate: 192.6 197.3 183.8 178.4 177.0 162 161 8.2 0.7 
Livestock and poultry 53.5 53.0 49.7 49.6 45.9 45 49 -2.4 8.7 
Machinery and motor 103.0 103.7 100.9 95.0 92.2 89 86 -3.8 -3.0 
vehicles 
Crops stored on and 
off farms 3.1 40.6 33.3 33.8 37.1 29 27 -22.1 8.3 
Financial assets: 
Demand deposits 5.6 5.8 6.1 6.2 6.7 7 if 3.0 2.9 
Currency oe 2.0 2.0 Zan Dee 2 2 4.3 4.2 
Investments in co-ops 24.8 27.2 28.8 29.7 27.7 26 25 -7.2 -4.7 
Liabilities: 188.8 203.6 202.4 198.7 192.1 186 174 -3.1 6.3 
Real estate debt 97.2 101.2 103.7 102.9 97.3 92 89 -5.4 -3.4 
Nonreal estate debt 91.6 102.4 98.7 95.7 94.8 94 86 0.6 -9.2 
ccc 8.0 15.4 10.8 8.6 16.9 22 17 30.8 -25.3 
Other 83.6 87.0 87.9 87.1 77.9 72 69 -7.4 4.3 
Proprietors’ equity 816.4 774.2 754.4 657.3 579.3 520 494 -10.2 -5.0 
Debt-to-asset ratio 18.8 620.85 21-2 2342 24.9 26 26 5.8 -1.0 


= preliminary. = forecast. | xcluding operator households. 


FARM SECTOR BALANCE SHEET 


The financial position of the farm sector 
is illustrated with a balance sheet (table 8). 
The projected $3- to $4- billion improvement 
in net cash income in 1987 is not anticipated 
to be matched by a strengthening of the 
sector's financial position. A 5-. to 7- percent 
decline in debt will likely be offset by a 
further erosion of farm real estate values. 
After increasing 1 percentage point in 1986, 
the debt to asset ratio is forecast to stabilize 
in 1987 at 26 percent. An arrest of the fall of 
land prices is critical to stabilize the balance 
sheet. Uncertainty regarding income levels, 
possible revisions in Government commodity 
programs, and the continuing financial 
difficulties of farmers and farm lenders, 
diminish prospects for land price stabilization 
in 1987. 


Farm Assets 


Total farm asset values were expected to 
be about $700--$715 billion on December 31, 
1986, compared with $771 billion a year 
earlier. As in the past 4 years, the decline in 
real estate values was the primary factor 
behind the drop. Real estate values, which 
fell nearly 13 percent in 1985, are expected to 
have fallen another 6--10 percent in 1986, and 
could decline by another 5-10 percent in 
1987. This would leave real estate assets at 
about $470- $480 billion, a level near that for 


Figure 10 
Farm Sector Debt and Assets 
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$ 1982, excluding operator households. 
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1975-79 


1976--77. In real terms, real estate assets in 
1987 would be at early 1960's levels (figure 10). 


Nonreal estate assets are currently 
expected to have been about $195--$200 billion 
on December 31, 1986, a drop of about 6--8 
percent from the $212 billion of December 31, 
1985. This decline was caused by reductions in 
the number and value of equipment and motor 
vehicles on farms and reductions in livestock 
and crop inventory values. For 1987, nonreal 
estate assets are projected to drop by about 1 
percent. Crop and machinery inventory values 
are expected to continue to decline, reflecting 
reduced crop prices and higher machinery 
consumption than investment. Price 
improvements are responsible for increases in 
livestock inventories. 


Farm Debt 


Farm debt is projected to decline $10-$14 
billion in 1987, a marked acceleration in the 
mid—1980's trend of $5 to $7 billion lower debt 
annually (table 9). This follows the peaking of 
farm real estate debt (excluding households) at 
slightly over $100 billion during 1982-84, and 
total farm debt at about $200 billion during 
1982-83. 


The $270- billion decline in real estate 
values between 1981 and 1986 has undercut 
the loan collateral value of land, particularly 
in the Midwest and Plains States. Reflecting 





1980-84 85 86 87 


Table 9.--Tota! farm debt, December 31, 1980-86 1/ 


ee Excluding (OC loans me g COC Toans i: TneTudiing CCC Toans 
: estate ; Nonrea| Total CCC foans Nonreal Total 
: debt 3 estate debt debt $ estate debt debt 
Million dollars 
1980 87,78| 77,448 165,229 4,978 
: 82,426 170,207 
1981 (37,218 83,604 180,822 ; 8/011 915615 188,833 
Yeas 1,192 86,973 188, 165 : 15,433 102,406 203,598 
eos 103,726 87,923 191,649 : 10,801 98 , 764 202,450 
eee 102,926 87,115 190,041 : 8,635 95,750 198,676 
97, 300 77,870 175,170 : 16,928 94,798 192,098 
ad 92,000 72, 100 164, 100 : 22, 100 94, 200 186, 200 
88 , 900 69,000 157,900 : 16,500 85,500 174,400 
Annual percent change 
1980 11.8 8.2 10.1 : =o 7.6 9.7 
1981 10.8 7.9 9.4 : 60.9 a 10.9 
1982 4.\ 4.0 4.\ 92.6 11.8 7.8 
1983 255 1. 1.9 -30.0 -3.6 -.6 
1984 -.8 -9 =.8 -20.| -3.0 -|.9 
1985 -5.5 -10.6 -7.8 96.0 -1.0 -3.3 
1986P -5.4 -7.4 6.3 30.6 -.6 meet 
1987F -3.4 4.3 -3.8 = 2505 ~9.2 6.3 
P = preliminary. F = forecast. |/ Excluding households. 
farmer and lender concerns for loan security, Net Worth 


real estate transactions have decreased, and 
real estate markets are presently very "thin." 
Lenders have become more conservative in 
assessing farmer real estate loan applications. 


A substantial increase in 1986 CCC loans 
caused by commodity prices falling below 
CCC loan rates resulted in about a 30- percent 
increase in CCC debt outstanding in 1986 to 
$22 billion. This is expected to be followed by 
a return in 1987 to the $17-billion CCC 
outstanding level of 1985, as rising availability 
of marketing certificates leads to increased 
"redemption" of outstanding loans. 


The reduction in total nonreal estate debt 
outstanding in both 1986 and 1987 reflects 
softening in the demand for loan funds as a 
result of fewer planted acres of major crops, 
lower input prices, continued reductions in 
capital expenditures, and the advancement of 
payments for program crops. 


Current projections of farm input prices, 
expected use of inputs, and expectations for 
capital expenditures suggest that nonreal 
estate debt, excluding CCC, may fall another 
3-5 percent in 1987, following a 6- to 
8-percent drop in 1986. 


The erosion of real estate values 
translates into declining net worth in an 
agricultural sector dominated by farmland 
assets. Total net worth in the sector fell 
again in 1986 for the sixth consecutive year to 
$510--$530 billion, compared with $579 billion 
at the end of 1985. This was the lowest level 
of owner equity since 1977, in current dollars, 
and the lowest since the 1960's, in constant 
dollars. Equity levels are projected to decline 
again in 1987 (especially in the first half) since 
the drop in asset values is likely to be larger 
than the reduction in debt. 


Returns to Assets and Equity 


Current return on assets, 3.3 percent in 
1985, is expected to decline in 1986 as income 
to assets falls at a slightly faster pace than 
asset values (table 10). In 1987, the current 
return on assets is projected to be about 
3.5-3.9 percent, the highest rate of return 
earned since 1972-74. The total'return on 
assets, including current income and capital 
gains, is expected to be positive for the first 
time since 1980. 
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Table 10.—Returns to assets and equity |/ 





1960-64 2.7 2.7 5.4 2.2 3.1 5.4 
1965-69 3.2 2.5 5.7 2.6 3.0 5.6 
(970-74 4.8 5.5 10.2 4.3 6.7 10.9 
1975-79 2.7 Con 10.4 1.5 9.3 10.7 
1980-84 1.9 4.9 -3.0 -O.| 4.9 -7.0 
1985 3.3 -tt.1 -7.8 leo -14.4 -12.9 
1986P 3.0 -7.4 4.4 tra -9.9 8.6 
1987F 3.7 -3.1 0.6 Zell 4.2 -2.1 
P= preliminary. F = forecast. T/ Excluding operator  — 


households. Totals may not add due to rounding. 


Current returns as a percentage of equity 
value are also expected to improve in 1987, to 
perhaps the highest level since the mid- 1970's 
but will remain low compared to the early 
1970's. 


Assessing the projected levels of current 

_returns to both assets and equity in 1987 
suggests that agriculture in the late 1980's is 
approaching a financial footing similar to the 
"pre- boom" 1960's. In this context, the 
stabilization of land values appears both 
critical and more imminent. Positive total 
returns to equity are not likely to be achieved 
until land prices stabilize. Positive current 
income returns, as are projected for 1987, 
perhaps can be viewed as a precondition for 
land price stabilization. 


OPERATOR FINANCIAL STRESS 


USDA surveys of farm costs and returns 
permit analysis of the financial position and 
cash flows of farm operators. The distribution 
of debt burdens by size can illustrate how 
widespread financial stress difficulties are in 
the sector. 


The debt service approach to financial 
stress focuses on the interaction between the 
financial position of the firm and the firm's 
ability to service debt (table 11). A critical 
assumption is that erosion of lender asset 
recovery (of the asset base of stressed farms) 
continued to occur after 1985. Both the farm 
business and household are viewed to share 
responsibility to service operator financial 
obligations. Thus family consumption expense 
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(assumed to be $15,400 annually) and reported 
off-farm income are included. 


Categories of financial stress include 
farms with (a) a debt- asset ratio (D/A) 
between .4 and .7 and no debt service, (b) D/A 
between .7 and 1.0 and partial or no debt 
service, and (c) D/A greater than 1.0. Farms 
with D/A between .4 and .7 and minimal debt 
service (debt service ratio between 0 and .5) 
or farms with D/A between .7 and 1.0 and only 
adequate debt service (debt service ratio 
between 1.0 and 1.5) were not included. 


Farm debt in the lower right section of 
table 12 is viewed to be financially stressed. 
The triangular shape of the lower right 
"stress" section indicates that strong cash 
flows compensate for weaker financial 
position (i.e., high debt ratios). 


Only one of every two farms in a large 
USDA farm operator survey was estimated to 
service debt fully in 1985. Nearly four of ten 
farms were unable to pay either principal or 
interest. However, farms with debt to asset 
ratios less than .4 are not viewed as suffering 
financial stress because of their strong 
financial position. The overwhelming number 
of small farms (seven of every eight) with 
sales less than $40,000 have debt to asset 
ratios less than .4. 


Approximately 10 percent of surveyed 
farms were experiencing stress at the 
beginning of 1986. About 4 percent of farm 
operators were technically insolvent, their 
debts excceding their assets. The stressed 
operators held one-third of farm debt (table 
11). One-sixth of surveyed operator debt was 
held by technically insolvent operators. 
Financial stress difficulties were widely 
distributed among all--size operations with 
sales greater than $40,000. 


Commercial Size Farms 


More than 90 percent of the debt of 
stressed operators is held by commerical size 
operators with either sales or farm production 
value greater than $40,000. About 
100,000-110,000 large operators---or one of 
every seven---were estimated to experience 
financial stress as of January 1, 1986 (table 
12). This group had 35 percent of commercial 
farm operator debt outstanding, respectively 3 
and S percent of positive net worth and cash 


Table 11.--Farm operator debt by debt-asset ratio, debt service, and sales 


class, January |, 1986 


eee eee Te 
Debt-servicing 


capabi | ity : ; 
: Less than : 








Debt-asset ratio 


Total, 
all 
farms 


: 4 cA — te <0 over |. 0: 


° 
e 


Percent of farms 


Farms able to fully 
service debt 


Over $500,000 : 3.3 
$40,000 - 500,000 : rie? 
Less than $40,000 : 4.0 
All sizes : 18.5 43.5 


Farms able to : 


partially service 
debt 


Over $500,000 : 1.0 1.8 1.4 (pe? 
$40,000 - $500,000 : 5.1 9.4 5.6 5.3 
Less than $40, 000 : 0.9 at 0.4 0.6 
All sizes 7.0 12.3 7.4 del 33.8 


Farms unable to : : : 


service debt 


Over $500,000 ; 1.0 1.1 0.4 0.3 

$40,000 - $500,000 : 4.6 3.9 23 3.9 

Less than $40, 600 : 2-5 a5 0.6 0.8 

All sizes : 8.0 6.3 325 5.0 22.6 
Total, all farms 33.5 32.8 17.4 16.3 100.0 I/ 


1/ Based on FCRS estimates of farm operator debt for farm purposes, $113,389 


billion as of January |, 1986. 


balances, and respectively 100 and 43 percent 
of negative net worth and cash balances. An 
estimated 40,000-45,000 of these stressed 
commercial operators were technically 
insolvent, with debt exceeding assets. 


Financially stressed commercial size 
operators paid $2.8 billion interest expense in 
1985, and had an estimated cash shortfall of 
$4.5 billion. This illustrates the critical 
impact of interest expense on cash flows of 
operators with financial difficulty. Regarding 
socioeconomic characteristics, stressed 
farmers at the beginning of 1986 tended to be 
younger (average age 41) than commercial size 
farmers as a whole, had more dependents (3.7), 
more education (40 percent with some 
college), a lower share of real estate to total 
assets (54 percent), and both paid higher 
interest and received more Government direct 
payments in proportion to sales (22 and 7 
percent respectively). 


While about 65 percent of 
commercial--size stressed operators reside in 
the Northern Midwest and Northern Plains 
from Ohio to Kansas, this is 8 percent less 
than the proportion of commercial size 
operators in this region. On the other hand, 
the South had 20 percent of commercial 
operators and about 22 percent of the 
commercial operators in stress. 


Outlook for Financial Stress 


It is increasingly likely that (a) the height 
of the operator financial crisis was reached in 
1985--86, (b) the degree of financial stress will 
lessen in the Midwest and tend to shift to the 
South, (c) farm operator losses to agricultural 
lenders during 1986-90 may reach $6- $10 
billion, and (d) financial difficulties of 
operators are rapidly shifting to lenders. 


2a 


Table 12.--Financial strength and stress among commercial-size farms, January |, 


1986 
7 ea, Moderate sauuvery) = 9) 0) Geen tO a) ee 
:Low or to high high Technically : all 
Farm category 2/ :no_debt debt debt insolvent: farms |/ 
2 -to-asset ratio ; 
0.4 -4-.7 -/-|.0 1.0 or more 
Percent 

FINANCIAL STRESS 

Farms - 4 5 7 15 
Debt - 6 i 17 35 
Positive net worth ~ 2 | 0 3 
Negative net worth - 0 0 100 100 
Positive cash balance : - 0 0 5 5 
Negative cash balance : - 18 VI 14 43 
FINANCIAL STRENGTH 

Farms 68 14 3 ~ 85 
Debt 31 27 7 - 65 
Positive net worth 88 8 | - 97 
Negative net worth 0 0 0 - 0 
Positive cash balance : 77 14 5 - 95 
Negative cash balance : 48 8 0 = : 57 

\/ Farm with sales or value of production greater than $40,000 in 1985. 2/ Farm 


categories are mutually exclusive. 


The first point is suggested by changes in 
the degree of stress between January 1, 1985 
and January 1, 1986. While the proportion of 
technically insolvent- stressed farms increased 
by more than 30 percent, solvent- stressed 
farms (i.e., those with moderate financial 
problems) fell more than 25 percent. The 
total number of stressed farms declined 
slightly in this period. It appears that while 
stress became severe for about one of six 
operators, about five of six operators were 
able to adjust financial and cost structure so 
as to avoid becoming financially endangered. 


More than half of stressed commerical 
size farm operators resided in lowa, Illinois, 
Minnesota, Missouri, Nebraska, North Dakota, 
and Wisconsin in 1985. However, the major 
improvement in hog and cattle returns, strong 
dairy earnings, excellent corn and soybean 
yields, and supportive corn and dairy 
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Government programs would appear to 
strengthen operators in these States. On the 
other hand, financial difficulties were most 
severe on a per farmer basis in the South in 
1985. The combined effects of the prolonged 
1986 drought and, to a lesser extent, the 
spillover from weakened energy prices suggest 
further deterioration in some areas of the 
South. 


The severe difficulties of approximately 
40,000 to 45,000 insolvent operators, combined 
with continued erosion of lender recovery of 
assets, suggest that from one- third to 
one- half of the $17- to $19- billion debt of 
insolvent operators may be subject to loss by 
lenders. While this estimate of $6- $10 billion 
in potential loan losses is highly speculative, 
large losses have begun to occur among farm 
lenders during the early and mid 1980's. 


Provisions in bankruptcy statutes and 
voluntary restructuring of substantial operator 
debt will permit a sizable number of stressed 
operators to continue farming, although 
frequently on a smaller scale or with a new 
operation. However, these losses must be 
absorbed by farm lenders. They will become 
the burden of bank stock shareholders and also 
of borrowers paying interest rate premiums to 
compensate for bank loan losses. Another 
effect of large lender losses may be a steady 
tightening of credit. Reduced credit and 
relatively high real interest rates may become 
acute problems for beginning and expanding 
farmers in 1987 and beyond. 


Farm Stress and Exits: 
New Survey Results 


Results from several recent surveys show 
that the financial condition of farmers 
continued to worsen through 1986, although 
the rate of deterioration appears to be 
slowing. Based on opinion surveys, between 
5.1 and 6.2 percent of farmers went out of 
business in 1986, substantially above the 3- to 
4-percent exit rate of the early 1980's. 
Between 40 and 60 percent of these exits are 
believed caused by financial difficulties. 
Degrees of stress vary substantially by region 
and type of farming; cotton farmers and 
farmers in the Plains, Lake, and Southern 

States have been hit the hardest. 


The American Bankers Association (ABA) 
1986 midyear farm credit survey drew 
responses from 939 agricultural banks 
regarding the conditions of both their farm 
customers and farmers in their local lending 
areas. This is an opinion survey mailed to a 
probability sample (stratified by bank deposit 
size and region) of 2,744 commercial banks 
specializing in farm finance. Data presented 
here are unweighted survey responses. To 
qualify as an agricultural bank, an institution 
had to have more than $2.5 million in total 
farm loans, or have more than 50 percent of 
all its loans supporting farm activity. 


Nationally, 42.4 percent of the bankers 
reported increased farm loan delinquencies for 
the year ending in June 1986. But this is well 
below the previous year's estimate, when over 
50 percent of the banks reported increasing 
delinquencies. Further, 26.1 percent expect 


farm loan delinquencies to increase over the 
June 1986-June 1987 year, while about half 
expect delinquencies to remain at current 
levels. These expectations are less pessimistic 
than the preceeding year. Actual farm loan 
delinquency rates at all banks and other 
lenders are presented in the next section of 
this report. 


The ABA respondents discontinued 
financing 5.6 percent of their farm borrowers 
as of mid-.1986, after dropping 4.5 percent in 
1985 (table 13). While they anticipate 
discontinuing almost 7 percent in 1987, the 
rate of deteriorating expectations is falling. 
Another measure of creditworthiness, the 
proportion of farm customers loaned up to 
their practical limit, also deteriorated. Over 
38 percent of the banks' farm borrowers were 
estimated to be in this position in mid—1986. 
However, this indicator too showed a smaller 
percentage-—point increase than the previous 
year. 


Nationally, agricultural banks estimated 
that 6.2 percent of farmers in their lending 
areas went out of business during the year 
ending in June, up substantially from the 
previous year's 4.8 percent. While perceived 
exits are rising at an increasing rate, there is 
some evidence suggesting that this is a lagging 
indicator of the sector's performance. About 
68 percent were thought to have left because 
of financial problems, slightly less than in 
1985. Responding bankers also estimated that 
4.2 percent of local farm operators filed for 
bankruptcy over June 1985- June 1986, an 
increase only one- third the size of the June 
1984- June 1985 jump. 


On a regional level, the ABA survey 
reveals some diversity in farmers' financial 
experience. Most striking is the deterioration 
in the South, where all measures of stress are 
worse than national averages. Although 
problems in this region have been more severe 
on average for the past several years, the 1986 
drought, cotton farm conditions, and the 
contraction in the energy sector appear to 
have accentuated southern farmers' 
difficulties. 


Exit rates were estimated to be the 
highest in the South and West, where financial 
reasons were paramount for just under 80 
percent of those leaving. Financial stress in 
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the Northeast is also more pronounced. This 
probably reflects ABA's definition of the 
region, which includes Michigan, Minnesota, 
and Wisconsin. 


Areas dominated by cotton farms show 
above-average financial stress, according to 
the banks" responses (table 14). The stress may 
be due in part to the loss of oil royalty income 
by those cotton farms in Texas, Louisiana, and 
Oklahoma, coupled with sharp cotton price 
declines. While dairy farming areas are no 
better off than most other farm areas, their 
performance does not appear to account for 
the problems in ABA's Northeast region. 


A farmers' survey coordinated by the 
Midwest Association of State Departments of 
Agriculture (MASDA) and conducted in 
January 1986 also documents deteriorating 
agricultural financial conditions. Covering a 
nine-State area, it polled farmers regarding 
their financial status and plans. The States 
participating were Illinois, Iowa, Kansas, 
Michigan, Missouri, Ohio, Nebraska, North 
Dakota, and Wisconsin. Separate reports more 
fully describing the results for each State are 
available from each State's office of the State 
Agricultural Statistician. 


According to the results of this farmer 
survey, delinquencies on farm real estate loans 
averaged about 10 percent for the area, 
ranging from a low of 6.2 percent in Ohio toa 
high of 17.6 percent in Kansas. Production 
loan delinquency rates ran somewhat higher, 
averaging 12.3 percent. They were highest in 
Michigan (at 15.6 percent) and lowest in Ohio 
(at 7.2 percent). As a general rule, 
delinquencies on all types of loans exhibit 
seasonality, and tend to be highest at the 
beginning of the year. Discounting for 
seasonal factors, however, still results in 
historically high delinquency rates. 


These loan delinquency problems are 
related to the length of time operators expect 
to remain in farming. When asked how long 
they will remain in farming if current income 
and expense trends continue, 11 percent of 
North Dakota farmers said they could not 
remain past 1987. Almost 61 percent of these 
reported being delinquent on their farm loans. 
Yet less than 3 percent of those expecting to 
farm until retirement reported delinquent 
debt. The relationship between high 


delinquent debt loads and plans to leave 
farming within the next year is not as clear. 
Some evidence suggests that lack of off-farm 
employment opportunities hampers the free 
exit of many operators. 


When asked about more immediate plans, 
an average 5.1 percent of farm operators in 
the nine-State area expected to leave farming 
in 1986. Planned 1986 exits varied from a high 
of 6.4 perent in Nebraska to a low of 3 percent 
in North Dakota. Overall, financial problems 
were not identified as the main reason for 
expecting to cease operation. This varied 
markedly, however, by State and by farm 
size. For example, in Ohio, three-fifths of 
family--sized farm operators planning to quit 
cited financial reasons, compared with 
two-fifths of all those leaving. Operators 
anticipating giving up their farms in Missouri 
said that personal reasons dominated their 
decisions. 


Results from different surveys should be 
compared with caution. The MASDA survey 
directly questioned farmers sampled from nine 
States and was completed in January 1986. 

The ABA survey, on the other hand, collected 
information from a national sample of farm 
bankers regarding the conditions of their farm 
borrowers and other farmers in their lending 
areas; responses through October are included 
in their results. 


Moreover, the ABA survey concentrated 
on the year ending in June, whereas the 
MASDA survey focused on conditions at the 
beginning of the year. The higher 
ABA--estimated exit rate of 6.2 percent likely 
reflects these differences. Although the area 
covered by the MASDA survey covers three 
ABA regions, it includes all but one State in 
their Corn Belt region. Bankers in that region 
estimated that 5.5 percent expected exits. 
Also, farmers probably tend to be more 
optimistic about their prospects relative to 
bankers' estimates of farm performance. 


AGRICULTURAL LENDERS 


The financial problems of farm lenders 
continued to mount in 1986 as the financial 
difficulties of the farm sector increasingly 
passed to the lenders. The principal problem 
is declining farm asset values. This decline 
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has decreased the equity cushion that farmers 
have traditionally used as reserve borrowing 
capacity to get through years of unfavorable 
incomes. The combination of declining asset 
values and the large debt loads held by many 
farmers has subjected lenders to deepening 
financial stress as they are confronted with 
unsecured loans. 


The problem of inadequate cash flow to 
fully service debts, a recurring problem for 
many farmers, has not worsened significantly 
in the 1980's. However, declining asset values 
have pushed many farmers into higher, more 
risky debt--asset ratios. Dealing with farm 
borrowers possessing severe problems poses a 
number of difficult choices for farm lenders. 
They typically are forced to undertake several 
steps to address the deteriorating quality of 
farm loans. 


Some lenders can shift loan activity away 
from financially weak farmers toward nonfarm 
businesses. This strategy may be pursued in 
areas with a diversified economy, but it is not 
feasible in many agricultural areas or for 
lenders which serve agriculture exclusively, 
such as the Farm Credit System (FCS). Also, 
some lenders, such as commercial banks, 
which can shift loanable funds away from 
agriculture, may nevertheless decide not to, 
because rejecting farm loans could force some 
farmers into bankruptcy and convert 
outstanding problem loans into actual losses. 
Thus, such lenders may extend additional 
credit to farmers with cash flow problems, 
hoping that their financial plight will improve 
enough to repay their loans. 


But extending additional credit to risky 
borrowers reduces the overall quality of a 
lender's portfolio. Depending upon local 
market conditions, lenders serving agricultural 
areas may raise their interest rates or 
collateral requirements, or both, to all their 
loan customers, so as to alleviate the higher 
costs of serving risky farm borrowers and to 
minimize the possibility of additional loan 
problems. These steps can drive the 
financially sound borrowers to find other 
credit sources, thus compounding the problems 
for the original lender. 


When loan quality deteriorates, lenders 
must set aside larger reserves to cover 
anticipated loan losses. This can lower lender 


income and profits unless other steps are 
undertaken, such as raising interest rates 
charged borrowers. Despite the several 
measures that lenders may undertake to 
address farm loan quality problems, there is no 
alternative in many instances but to deny 
highly leveraged farmers additional credit to 
meet their repayment shortfalls. What is most 
important for commercial farm lenders is that 
these farm loan difficulties may cause them to 
face large loan losses. This can, in some 
cases, push lenders into financial stress or 
insolvency. 


The focus of this section is on the major 
institutional farm lenders with a look at: (1) 
current lender loan portfolios, (2) recent 
credit policy developments, and (3) the current 
agricultural lender outlook. 


Current Lender Portfolios 


Table 15 summarizes how the $186.2 
billion in total farm debt, excluding operator 
households, was distributed by lender on 
December 31, 1986. Individuals and others are 
estimated to hold 20.2 percent of the total. 
The largest institutional category is 
commercial banks, with 22.4 percent. The 
Federal Land Banks (FLB's) follow closely with 
19.4 percent. The various parts of the Farm 
Credit System together account for 25.7 
percent of all farm loans, making the FCS the 
dominant farm lender. 


Data from USDA's most recent Farm 
Costs and Returns Survey (FCRS), conducted 
in February and March 1986, show the 
distribution of debt owed by farmn operators by 
debt-asset ratio and lender on January 1, 1986 
(table 16, figure 11). Some 33.7 percent of all 
the debt was held by financially stressed 
operators with debt-—asset ratios of 0.71 or 
higher. This debt totaled nearly $38 billion. A 
total of 16.3 percent, or $18.3 billion of the 
debt was held by technically insolvent 
operators with debt- asset ratios over 1.0. 


Three lender categories---commercial 
banks, FLB's, and the Farmers Home 
Administration (FmHA)-- held about $73 
billion (64.4 percent) of the total $113.4 billion 
in farm operator debt. Nearly $13 billion or 
17.7 percent of the debt held by these three 
lenders was owed by farm operators with 
debt- asset ratios greater than 1.0. By lender, 
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Table 15. -- Distribution of farm debt, excluding operator households, by lender, 
December 31, 1986 I/ 


. ere ower : ype of deb ; 
: Real : Nonreal : Total 
cea : estate $ estate : 
Percent of total 
Commercial banks : 6.1 eng $528 
Farm Credit System : 19.4 : 3.4 
Federal Land Banks : 19.4 -—— z 
Production Credit : one re 
Associations 3 --— . 4 
Federal Intermediate ; On dys 
Credit Banks 2/ : —— Z ae 
Farmers Home Administration : 5.5 8.7 aoe 
Life insurance companies ; 5.6 a sae 
Individuals and others 3/ : 12.8 ors eS 
Commodity Credit Corporation : --= c : 
Total ; 49.4 50.6 100.0 


° 
e 


a. ; ; , ial 

1/ Preliminary. Due to rounding some subcategories may not add to totals. 2/ Financia 

institutions Ethecainan PCA's that obtain funds from the FICB's. 3/ Includes Small Business 
Administration farm loans. 


Table 16. -- Distribution of debt owed by farm operators by debt-asset ratio and lender, 
January |, 1986 1/ 

















24 tee < : as a : Jan. : Jan. T, : 
lender 2.40, tOu, 2-30.41: toy: 90. tom aiOver & 1986, all: avg. debt- : Jen. |, 
“s ieee Oe SO r ee Un 0 One: 1.0 : 1.0 =: farms :_ asset ratio : 1986 2/ 
Fae POC CON Hae a el ee Ratio Mil dolls. 
Commercial banks 38.7 33.8 13.8 13.7 100.0 35.2 31,062 
Tarm Credit System 35.0 35.0 19.1 10.9 100.0 Dhae 33,949 | 
Federal Land Banks 3209 Soe 21.4 10.6 100.0 40.) 25,142 
Production Credit Associations 42.0 5559 12.7 11.8 100.0 34.3 8,807 
Farmers Home Administration 15.4 28.6 20.7 35.3 100.0 55.0 17,082 
Commodity Credit Corporation 32.2 36.2 17.8 13.9 100.0 46.5 8,253 
Merchants and dealers 4\.3 24.0 17.0 17.7 100.0 42.1 |, 860 
Individuals and others 39.1 31.1 17.0 12.9 100.0 35.4 21, (83 
All farms 33.5 32.8 17.4 16.3 100.0 31.5 113,389 





rn a tn ee Se 
1/ Numbers may not add because of rounding. 2/ The debt figures carried in USDA's farm sector balance sheet 
for December 31, 1985, are greater than those reported from USDA's Farm Costs and Returns Survey. The difference 
amounts to $91.5 billion or 44 percent of the balance sheet debt. Much of this difference can be explained by the 
conceptual differences underlying the debt figures from the two sources. The balance sheet debt is defined as al! 
loans outstanding that are secured by farm real estate, including loans on the farmer's dwelling if it is located 
on the farm, plus all nonreal estate farm loans. These are defined by each lender, and definitions vary. In 
contrast, the FCRS asks farm operators to list only their farm business debt. The definitional differences between 
the sector balance sheet and the FCRS include the debt of farmers on farm dwellings, the farm debt of landlords, 
and the debt defined as farm sector debt but used for nonfarm Purposes. The debts on these three components ere 
carried in the balance sheet but are not included in the FCRS. For detalls of the differences in the two surveys, 


see Financial Characteristics of U.S. Farms, January |, 19866, Agricultural Information Bulletin 500, USDA, ERS, 
Aug. 1986. 


Source: 1986 Farm Costs and Returns Survey. 
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Figure 11 
Farm Operator Debt by Lender 
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Source: 1986 Farm Costs and Returns Survey. 


the largest percentage of farmers with 
debt—asset ratios of over 1.0 was the 35.3 
percent of FmHA; the FCS was lowest with 
only 10.9 percent of its portfolio held by 
technically insolvent operators. A total of 
56.0 percent of FmHA debt was held by farms 
with debt-—asset ratios greater than 0.71. The 
comparable figure was 27.5 percent for 
commercial banks. 


The FCRS data also may be employed to 
examine borrowers by cash flow status as well 
as debt—asset ratio to take a further look at 
the farm lenders' portfolio quality (table 17). 
A total of 45.0 percent of outstanding FmHA 
debt was held by operators with debt-asset 
ratios over 70 percent and negative cash 
flows. Comparable figures for commercial 
banks and the FCS were 17.1 and 17.6 percent, 
respectively. 


Borrowers with negative cash flow 
comprised 61.7 percent of the FmHA 
portfolio, compared with 46.9 percent for 
commercial banks and 43.3 percent for the 
FCS. Thus, the FCRS data show that the 
FmHA loan portfolio is both weaker and 
riskier than that held by the other major 
lenders. This is expected, given that FmHA is 
the farm sector's lender of last resort. 


The bottom line for farm lenders is the 
amount of loan losses (charge-offs) that they 
have to absorb. The loan loss figures show 
some of the financial weakness that exists in 


Merchants 
and dealers 16% 











Individuals 

and others 18.7% ; 
Commercial 
banks 
27.4% 

CCCHow 

FmHA 151% 


1986 


the various lenders' farm loan portfolios. 
Farm loan losses for the three major farm 
lenders for 1984-86 are shown in table 18. It 
is interesting to note that the absolute amount 
of losses experienced by the commercial banks 
was higher than for the FCS as a whole only 
during the 1984-85 period. The relative 
amount of loan losses (charge-offs as a 
percent of loans outstanding), however, was 
higher for commercial banks than the FCS as 
an entity throughout 1984-86. This reflects 
the greater share of land loans in the FCS 
portfolio. These have traditionally been the 
loans farmers strive hardest to keep current. 
They also take longer to close out when they 
do require collection. FmHA loan losses, due 
in large part to a policy of extreme loan 
foreclosure forebearance, have been low 
throughout the 1984-86 period. 


Recent Developments 
In Agricultural Lending 


Since 1982, agricultural lenders have 
experienced increasing levels of loan losses 
and problem loans, resulting in greatly reduced 
earnings. In this section, 1986 developments 
for the major institutional lenders are 
compared with the earlier years of the 1980's. 


Commercial Banks 
Commercial banks specializing in 


agricultural finance suffered increasing loan 
delinquencies and charge-offs over the past 
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Table 17. -- Portfolio quality: Distribution of farm operator borrowers, debt outstanding, and cash flow status 
for selected farm lenders, January |, 1986 I/ 





: Financial stress category 
: Borrowers with debt- Borrowers with ; Borrowers with both 
Lender ; asset ratios of over : negative cash flow 2/ : negative cash flow and 
70 percent : : debt-asset ratios over 
: : 2 70_ percent 
Percent 


Commercial banks 


Farm operator borrowers 15.9 46.9 Oe 
Lender debt outstanding 27.4 50.7 17.1 
Farmers Home Administration 
Farm operator borrowers 34.4 61.7 24.4 
Lender debt outstanding 56.8 68.8 45.0 
Farm Credit System 
Farm operator borrowers lie 43.3 9.8 
Lender debt outstanding 30.2 48.3 17.6 
Federal Land Banks 
Farm operator borrowers 19.9 42.6 Tilverd 
Land debt outstanding 31.9 48.6 18.6 
Production Credit Associations 
Farm operator borrowers 15.1 45.9 8.8 
Lender debt outstanding 25.4 47.5 14.7 
Commodity Credit Corporation 
Farm operator borrowers 23.1 34.7 10.7 
Lender debt outstanding by2n 26.6 9.6 
Merchants and dealers 
Farm operator outstanding 25.3 48.7 15.4 
Lender debt outstanding 35.53 51.0 22.6 
Individuals and others 
Farm operator borrowers 16.7 39.8 9.5 
Lender debt outstanding 28.7 48.2 18.0 
All lenders 
Farm operator borrowers 14.1 44.9 8.4 
Lender debt outstanding 33.4 50.6 Z2te2 


|\/ Data obtained from FCRS 1986 expenditures version | for farm operators reporting debt. 2/ Net cash flow 
after subtracting operating and living expenses and principal payments from farm and off-farm cash income. 


Source: USDA Farm Costs and Returns Survey. 


Table 18. -- Lender farm loan losses (net charge-offs), 1984-86 


: ear 
Lender ; : : 1986 
1984 3 1985 : Quarter |: Quarter > Quarter 3 
Million dollars (As a percent of loans outstanding at end of period) I/ 

Commercial banks 2/ 900 (2.2) 1, 300(3.7) 235(0.7) SoD O} NA (NA) 

Farm Credit System 3/ 428(0.5) 1, 105(1.6) 276(0.4) 432(0.7) 267(0.4) 
FLB/FLBA 110(0.2) 576(1.2) 184(0.4) 350(0.8) 217(0.5) 
F1CB/PCA 308 (1.6) 514(3.4) 90(0.7) 84(0.6) 49(0.4) 

Bank for Cooperatives 10(0.1) 15(0.2) 2(0.02) (2) (0.02) 1(0.01) 

Farmers Home Administration 4/ 55(0.5) 146(1.2) NA(NA) 125(0.8) 5/ NA(NA) 


Exhibit: Foreclosures 


Life insurance companies 6/ 289(2.5) 530(4.8) NA(NA) 305(2.9) 7/ NA (NA) 





NA = Not available. 1!/ Loan loss data rounded to the nearest million dollars. 2/ Calendar year data for tarm-: 
production loans. 3/ Calendar year data. 4/ Fiscal year data beginning October |.  5/ Fiscal year total through 
March 31. 6/ Loan charge-off data are not available for life insurance companies. 7/ Calendar yeur data through 
June 30. 


Source: American Council of Life Insurance, Board of Governors of the Federal Reserve System, Farm Credit 
Corporation of America, and Farmers Home Administration. 
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year, and rates of return on both equity and 
assets fell as a result. There are some 
indications, however, that the rate at which 
agricultural banking conditions are worsening 
is beginning to moderate. 


While the number of agricultural banks 
declared insolvent and closed annually 
continues to increase, the proportion of closed 
banks that are agricultural may have peaked in 
1985. This is also true for agricultural banks 
identified as vulnerable by the Board of 
Governors of the Federal Reserve System 
(FRB): their number is rising, but the 
proportion is down. Rather than positive 
signals for farm banking, these reflect 
accelerating problems at nonagricultural banks 
concentrated in the Southwest and Central 
regions of the Nation. Because over 
two-fifths of all bank farm loans are made by 
nonagricultural banks, these problems may 
also have negative implications for the future 
availability of farm credit. 


There are two generally accepted 
definitions of agricultural banks. The first 
identifies agricultural banks as those with 
farm loans (both production and real estate) 
accounting for 25 percent or more of their 
loan portfolios. This definition is employed by 
the Federal Deposit Insurance Corporation 
(FDIC) and has been used in Federal 
legislation. Second, the FRB classifies a bank 
as agricultural if its ratio of farm loans (both 
production and real estate) to total loans 
exceeds the unweighted average of such ratios 
at all banks on the date specified (16.21 
percent on June 30, 1986). 


Although neither definition imposes a size 
limit, nearly all banks identified as 
agricultural by these definitions have less than 
$500 million in assets. Consequently, 
nonagricultural banks with below $500 million 
in assets comprise a useful comparison group. 
The less restrictive FRB definition classifies 
over 1,100 more banks as agricultural than the 
FDIC definition (table 19). Unless otherwise 
stated, the FRB definition is used throughout 
this section. It is preferred because 
FRB-designated agricultural banks, as a group, 
hold a majority of total commercial 
bank-owned farm credit. As of June 30, 1986, 
these banks together held about 58 percent of 
all agricultural loans made by banks. 


Using either definition, the number of 
agricultural banks has declined over the last 4 
years, along with the average farm loan ratio 
for all banks. This, in part, is caused by some 
individual banks reducing their risk exposure 
to farm sector developments through 
diversification. It also reflects the ongoing 
decline in total farm debt observed over this 
period and growth in other loan categories. 


Total farm debt held by all commercial 
banks also continues trending downward, 
dropping about 8 percent during the year 
ending in June 1986. While total farm debt 
held by banks began falling in 1985, bank loans 
backed by farm real estate continued rising 
through the second quarter of 1986. This 
perhaps reflects increased defections from the 
Federal land bafiks as well as production loans 
for which real estate collateral is now 
requested. 


Despite the ongoing problems and 
adjustments associated with agricultural loans, 
there is little evidence that commercial banks 
as a group are making major portfolio changes 
to substantially reduce their agricultural 
exposure. Farm loans at agricultural banks 
averaged 35.2 percent of their total loans at 
mid-—1986, down only slightly from 37.3 
percent over the previous 18 months. 
Commercial banks remain good sources of 
credit for farmers in solid financial positions. 
Farm credit terms and creditworthiness 
requirements, however, have become more 
stringent. 


Agricultural production loan quality 
continues to deteriorate for the commercial 
banking system but the rate of deterioration 
appears to be slowing. As of June 30, 1986, 
10.5 percent of all bank- held farm production 
loans (by volume) were delinquent, up 1.9 
percentage points over a year earlier (table 
20). This $200- million increase between 
mid-—1985 and mid- 1986 is smaller than the 
previous year's increase, when delinquencies 
rose $1.2 billion and accounted for 8.6 percent 
of all bank production loans. Most of the 
recent increase continues to be in the 
nonaccrual category, which is the least 
desirable because full repayment is not 
expected on these inadequately secured loans. 


The quality of overall loan portfolios at 
agricultural banks continued to decline with 
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Table 19. -- Comparison of definitions of agricultural banks, 1982-86 |/ 





Item ; Dec. 1982. : Dec. 1983 : Dec. 1984 June 1985 : Dec. 1985 : June 1986 
° : : ° : ° 
Commercial banks 14,418 14,427 14,410 14,394 14,283 14,184 
OO Seer init cae. 5,156 5,115 4,987 4,965 4,847 4,836 
eee oP 17.74 17.56 16.97 16.93 16.14 16.21 
Agricultural banks, 
salen 4,112 4,065 3,922 3,930 3,682 3,691 


Le ee ee 





1/ Includes domestically chartered, FDIC-insured commercial banks with nonzero deposits. 


Source: Calculated from the Report of Condition and Report of Income files, Board of Governors of the Federal 


Reserve System. 


the deterioration of agricultural loan quality. 
However, the rate of problem loan increase at 
these banks has slowed, growing only slightly 
faster than loan problems at nonagricultural 
banks. Moreover, overall delinquency rates 
have grown more slowly than those for 
agricultural loans. This is despite problems in 
the energy- and export-sensitive sectors, 
which have led to increased delinquency rates 
reported by nonagricultural small banks in the 
last 2 years. 


Delinquent loans at agricultural banks 
accounted for 7.0 percent of all loans held by 
these banks in June 1986, an increase of 0.6 
percentage points from the previous year but 
considerably below the 10.S--percent rate for 
farm production loans at all banks (tables 20 
and 21). That agricultural banks are under 
relatively more pressure is shown by 
comparing the trend in their total loan 
delinquency rates to those rates for small 
nonfarm banks. After reaching a low of 4.0 
percent in mid- 1984, total delinquencies at 
nonfarm small banks reached 4.9 percent of 
loans by mid-1986, increasing a little more 
than half as fast as delinquency rates at 
agricultural banks. 


Examining net loan charge-offs together 
with delinquency rates gives a more complete 
picture of commercial bank difficulties. Net 
charge-offs at the average agricultural bank 
totaled 2.12 percent of loans in 1985, 
representing almost a full percentage point 
increase over 1984 (table 22). At 0.86 percent 
of loans for the first half of 1986, agricultural 
bank charge-offs for all of 1986 will probably 
top the previous year's rate, but by less than 
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the 1984-85 increase. Such loss rates are very 
damaging; loan losses above 2.5 percent of 
loans outstanding would exceed gross income 
at the typical farm bank and start to erode 
equity capital. 


Net loan charge-offs at nonagricultural 
small banks have increased sharply since 
mid--1985, averaging 0.67 percent of loans for 
the first-half of 1986. This is more than 
double the rate reported for the first half of 
1985. Although still below the charge-off rate 
at farm banks, continued uncertainty about 
future conditions in the energy and 
export- sensitive sectors of the economy, as 
well as many real-estate markets nationwide, 
heighten concern about these banks. 


Providing some contrast, net charge-off 
rates for agricultural production loans at all 
banks have increased, but the rate of increase 
is down by a half. After almost doubling in 
the first half of 1985, losses on these farm 
loans totaled $590 million for the first 6 
months of 1986, up a modest $20 million from 
a year earlier. Trends in farm production loan 
losses at all banks are consistent with total 
losses at agricultural banks and suggest that 
losses at nonfarm banks are not dominated by 
their farm loans. 


Developments in capital, loss provision, 
and income positions at banks reinforce 
conclusions based on delinquency and loss 
data. Reflecting current losses and the need 
to set aside reserves for expected future 
losses, agricultural banks' average rate of 
return on equity capital (roe) dropped 3 
percentage points to 6.0 percent between 1984 


Table 20. -- Estimated delinquent farm production loans as a percentage of total farm 
Production loans, 1983-86 |/ 


—eeeeeeeeseeeSsSs—es 


Type of. Loan : June 1983 : June 1984 : June 1985 : June 1986 
7 : ’ ° ° 
: : : 
Percent 
Total delinquent 4.7 6.5 8.6 10.5 
Past due 30-89 days 
and still accruing es r5 | #7 1.7 
Nonper forming 3.4 5.0 6.9 8.8 
Past due 90 days 
or more and 
still accruing 1.3 Ae) 1.7 1.9 
Nonaccrual Zl 322 Dee 6.9 


1/7 Data are estimates of national percentages for farm non-real estate loans. Estimates 
from June 1985 onward are based on reports from banks holding approximately 92 percent of such 
loans. Previously, only large banks, which held about one-fourth of these loans, reported data 
for the nonaccrual and renegotiated categories of these loans. In order to ensure compar a- 


bility, these two categories were estimated for nonreporting banks by Board of Governors of the 
Federal Reserve System research staff. 


Source: "The Farm Credit Situation and the Status of Agricultural Banks," Emanuel 
Melichar, Senior Economist, Board of Governors of the Federal Reserve System, presented at the 


annual meeting of the Regional Research Project NC-I61, "Evaluating Financial Markets for 
Agriculture," St. Paul, Minn., October 7, 1986. 


Table 21. -- Delinquent loans as a percentage of total loans by type of bank, 1983-86 |/ 





: June 1983 : June 1984 : June 1985 : June 1986 
Type of loan ; : : : i : k : : ' : 
de! inquency : Agricul- : Nonag : agricul- : Nonag : Agricul- : Nonag : Agricul- : Nonag 
: tural : small : tural : small : tural : small ;: tural : small 
banks : banks : banks : banks : banks : banks : banks : banks 
eee /: : : : 3 : 3 ‘ 
Percent 
Total 4.6 4.6 2D 4.0 6.4 4.5 7.0 4.9 
Past due 30-89 days 
and still accruing 2.0 Zee Zel Zs0 Led 2.2 Zee 255 
Nonper forming--total 2.7 2a 3.2 2.1 4.| raped’ 4.7 2.6 
Past due 90 days 
and still accruing 1.6. (5 1.6 1.0 1.6 9 1.6 1.0 
Nonaccrual 1.0 1.2 1.6 1.1 225 1.4 3.1 1.6 





Data in this and subsequent commercial bank tables are unweighted averages at all banks in each 
Petes ae stogery: 2/ Banks with less than $500 million in assets which, were not considered 
"agricultural" by the FRB definition. 


Sources: "Financial Condition of the Farm Sector and Financial Institutions," James Johnson, — 
Emanue! Melichar, and C. Edward Harshbarger; paper presented at the symposium on Financial Stress in 
Agriculture: Issues and Implications, Kansas City, MO., Nov. 24, 1986, and Report of Condition and 
Report of Income files, Board of Governors of the Federal Reserve System. 
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Table 22. -- Net loan charge-offs by type of loan and type of bank, 1983-86 I/ 
al 4 tle het $$ 
; [983 1984 ; 1985 ; 1986 
Type of loan : : : 
Po QR OS OR ne hr zeae Od eee sitet 07 
ie eh : : ; : : : : 
Percent 
Net loan charge-offs as a bol 
cent of total loans--agricul- 
tural banks : 0.30 0.63 0.39 0.83 0.72 1.40 0.86 
Net loan charge-offs as a per- 
cent of total loans--nonag 
smal! banks -28 - 38 we ry) -29 mae. -67 
Net charge-offs of farm pro- 
duction loans as a percent 
of production loans--all 
insured commercial banks 2/ NA ah 1.5 1.3 2.1 1.7 


Se ee 


NA = Not available. 


farm nonreal estate loans, based on reports from 


\/ Data represent conditio 
rates may be computed by summing Q2 and Q4 rates. 


ns at the end of the period. Annual charge-off 
2/ Data are estimates of national charge-offs of 
banks which hold about 92 percent of these loans. 


Additional uncertainty arises as to these estimates because smal! banks report only charge-offs of 
"agricultural" loans as defined by each bank for its internal purposes. Banks first reported these 


data in the March 1984 Report of Income. 


Sources: 


Federal Reserve System, March, 1986, revised appen 


Melichar, Emanuel, “Agricultural Banking Experience, 1985," Board of Governors of the 
dix data as of November 1986, and Report of 


Condition and Report of Income files, Board of Governors of the Federal Reserve System. 


and 1985 (table 23). For the first time in over 
4 years, nonagricultural small banks averaged 
a 1.0 percentage point roe decline in 1985, 
although the roe is now almost double that of 
farm banks. 


Average rates of return on assets (roa), 
which avoid distortions resulting from the 
extreme values often encountered with 
average roe's, also show the continued 
deterioration of agricultural bank 
profitability. Prior to 1984, agricultural banks 
were more profitable than their nonfarm 
counterparts if roa's were compared; this is no 
longer the case regardless of the yardstick 
used. Nonagricultural small banks maintained 
their average 1984 roa in 1985. Because the 
most serious part of the energy sector 
contraction has occurred since late 1985 and 
because lags are common in banks' loss 
recognition, this result is not entirely 
unexpected. 


Explaining, in part, their deteriorating 
profit record, agricultural banks increased 
their capital reserves in 1986 for the fourth 
consecutive year (table 23). On average, total 
(primary plus secondary) capital rose to a 
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record 9.6 percent of assets in 1985, more 
than a full percentage point above the rate at 
small nonfarm banks. The capital ratio at 
nonagricultural small banks remained steady 
between 1984 and 1985 at 8.5 percent, 
matching its 1982 value. This measure of bank 
capital, used in the capital adequacy 
requirements introduced by the Federal bank 
regulatory agencies in 1984, includes equity 
and the allowance for loan losses but excludes 
intangibles like good will. The increasing 
trend in capitalization rates at agricultural 
banks, most of which was achieved by building 
up loss reserves out of gross income, improves 
their ability to withstand anticipated future 
farm loan problems. 


Annual provisions for loan losses (money 
taken from current gross income and added to 
loan loss allowance accounts, which are meant 
to cover impending loan charge-offs) rose at 
agricultural banks to an average of 2.42 
percent of total loans in 1985, from 1.47 
percent in 1984 (table 23). Provisions for loan 
losses have been running higher than net 
charge-offs by a widening margin at 
agricultural banks over the past 3 years, 
suggesting that agricultural bankers have been 


Table 23. -- Selected bank performance measures by type of bank, 1982-85 I/ 





Performance measure : 1982 





Rate of return on equity 


capital 
Agricultural banks 14.0 
Nonag smal! banks 12.0 


Rate of return on 
total assets 
Agricultural banks leu 
Nonag smal! banks 9 
Provisions for loan 
losses as a percent 
of total loans 


Agricultural banks 0.79 
Nonag smal! banks she 
Capital as a percent of 
assets 
Agricultural banks 9.3 
Nonag smal! banks 8.5 


1983 ; 1984 1985 
Percent 

11.0 9.0 6.0 

12.0 12.0 11.0 
1.0 7 5 
“9 "8 "8 
1.09 1.47 2.42 
"79 a7 1.02 
9.4 9.5 9.6 
8.4 8.5 8.5 


\/ Rate of return on equity is net income after taxes as a percent of the average of total 
equity capital at the beginning and end of the year. Rate of return on total assets is net 
income after taxes as a percentage of total assets on December 31. 


Source: Melichar, Emanuel "Agricultural Banking Experience, 1985," Board of Governors of 
the Federal Reserve System, March 1986, and revised appendix data as of November 1986. 


expecting to take more serious losses than 
have actually occurred. Additionally, such 
growth may reflect farm bankers' increased 
uncertainty regarding future Federal farm 
support programs, and thus their debtors' 
debt--servicing capabilities. 


For the first time in 3 years, provisions 
for loan losses increased markedly at small 
nonagricultural banks in 1985, to 1.02 percent 
of total loans. This is consistent with elevated 
loss rates these banks have experienced since 
mid-.1985 and should somewhat mitigate the 
consequences of contractions experienced in 
1986 in the energy and related sectors. Their 
loss provision rate still averages less than half 
the rate at agricultural banks, however. 


Average performance measures for all 
agricultural banks mask considerable 
variations in individual bank conditions. A 
minority of agricultural banks account for a 
disproportionate share of the problems of all 
farm banks, but the share undergoing severe 
‘stress has been growing (table 24). At the end 
of 1985, for example, over 25 percent of all 
farm banks reported net charge- off rates in 
excess of 2.5 percent of loans; only 4.5 


percent of agricultural banks reported such 
high loss rates in 1982. Nonetheless, over 40 
percent were still able to keep losses under 1.0 
percent of loans in 1985. 


Agricultural bank problems are also 
concentrated geographically. In each of 12 
contiguous heartland States, agricultural banks 
have average ratios of nonaccrual loans to 
total loans exceeding the national farm bank 
average. The States- - Colorado, lowa, Kansas, 
Minnesota, Missouri, Montana, Nebraska, 
North Dakota, Oklahoma, South Dakota, 
Wisconsin, and Wyoming- - are in several 
regions where farm banks represent a larger 
share of the local banking system. Moreover, 
this spatial disparity is a recent development; 
agricultural bank conditions in these States did 
not differ substantially from farm banks 
nationally before 1983. 


Three of these States are also in the 
five-State area identified by Federal bank 
regulators as having the most stressed energy 
banks. While data on bank exposure to the oil 
and gas sectors are not publicly available, the 
majority of banks with energy credits 
exceeding 25.0 percent of capital are in 
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Table 24. -- Distribution of agricultural banks by relative net charge-offs, 1982-85 |/ 


Net charge-offs : Distribution of banks 


as a percentage : 
of total loans : 


Under 0.10 

0.10 to 0.49 
0.50 to 0.99 
1.00 to 2.49 
2.50 to 4.99 
5.00 and over 


|\/ As of December 31. 


Source: See note to table 21. 


Colorado, Kansas, Louisiana, Oklahoma, and 
Texas. Often above-average in asset size, 
these energy banks tend not to meet the 
technical agricultural bank definition although 
many have substantial volumes of farm loans. 
Overall, banks in this stressed energy bank 
region accounted for over 20 percent of all 
farm loans made by banks as of mid- 1986. 
Almost 30 percent of the roughly 3,800 banks 
in the five-State region are agricultural. 


Conditions at banks in this five- State 
region dominated by farm-. and energy-sector 
contractions had deteriorated by late 1985. 
Sharp declines in performance at 
nonagricultural small banks were posted by 
midyear 1986. Performance changes at 
agricultural banks in the stressed energy bank 
region were mixed, however. Overall, 
agricultural banks in this region compare 
favorably to farm banks elsewhere, and appear 
to be in a better position to operate under 
difficult circumstances than the region's 
nonfarm small banks. 


These regional and sectoral problems have 
led to increased numbers of banks with serious 
difficulties on a national level. Two indicators 
most commonly used to identify troubled 
banks are analyzed below. Both have shown 
unprecedented increases over the past few 
years. 


The FRB identifies the most troubled 
institutions, called vulnerable banks, as those 
with nonperforming loans greater than total 
capital. Study has shown that this condition is 
the best single predictor of future insolvency 
and closure (i.e., failure). As of June 30, 1986, 
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1982. : ~—«1983 : 1984 $ 1985 
Percent 

27.7 202 18.5 10.6 

32.0 28.2 23.6 14.5 
19.9 20.5 20.0 - 
15.8 18.6 23.9 30.2 
3.5 5.5 9.2 16.1 
1.0 2.\ 4.8 10.5 


364 banks were in this condition, 54.1 percent 
of them were agricultural (table 25). While 
most of the growth in this category is 
attributable to newly troubled farm banks, this 
may not be true much longer. The share of 
vulnerable banks that are agricultural may 
have peaked at 56.3 percent in mid--1985. The 
number of vulnerable nonfarm banks rose by 
37 in the first half of 1986. Not surprisingly, 
over 70 percent of them are in the stressed 
energy bank region. 


A more widely known indicator of severe 
bank stress is the FDIC's official problem 
list- -banks judged to be in serious difficulty 
and in need of close scrutiny by bank 
regulators. Growth in the FDIC problem list 
since 1980 has been dramatic (table 26). The 
1,450 commercial banks on the list at the end 
of October 1986 represent almost a sevenfold 
increase since the beginning of the decade. 
While the proportion that is agricultural grew 
rapidly between 1983 and 1985, it appears to 
have stabilized at around 40 percent. 
Moreover, most problem banks identified by 
the FDIC are concentrated in heartland 
States. This agrees with other indicators of 
bank stress and reflects the problems of the 
sectors which dominate the central part of the 
United States. 


Bank regulators declared insolvent and 
closed 103 banks in the first three quarters of 
1986 (table 27). While just under half were 
agricultural banks, the proportion is down 
from 1985 when almost 60 percent of the 118 
closed banks had specialized in farm finance. 
On a regional level, 55 percent of all bank 
closures over the past 4 years were in the 


Table 25. -- Vulnerable commercial banks, 1983-86 1|/ 


Type of : 1983 : 1984 : 1985 : 1986 






bank ama Cu 0 renege hm Ole ts OF eG 
Number 
Agricultural 34 40 68 93 144 141 197 
Nonagricul tural 93 102 85 94 112 130 167 
Total banks 127 142 153 187 256 271 364 


fee SMa Eee ee a ee 


1/ Vulnerable banks are defined as those with nonperforming loans greater than total capital. 
Loans past due 90 days and loans in nonaccural status are considered nonper forming. 


Source: Division of Research and Statistics, Board of Governors of the Federal Reserve System. 


Table 26. -- FDIC-classified problem commercial banks by type of bank, 1980-86 I/ 





Date : Agricultural : All other : Total 
$ banks : banks : banks 
Number 

Dec. 1980 NA NA 212 
Dec. 1981 NA NA 196 
Dec. 1982 NA NA 326 
June 1983 106 375 48 | 
Dec. 1983 146 457 603 
June 1984 231 440 67\ 
Dec. 1984 288 512 800 
June 1985 334 606 940 
Dec. 1985 437 66| 1098 
June 1986 524 797 132) 
Sep. 1986 574 839 1413 
Oct. 1986 594 856 1450 


1/ Problem bank classification by the FDIC is based on the CAMEL rating system used in 
individual bank examinations. CAMEL is a mnemonic for the key attribtues of a bank's | 
condition. They are: capital adequacy, asset quality, management ability, earnings power, and 
liquidity. Each bank gets an overall rating based on its performance in these five categories. 
Ratings range from | (sound in almost every respect), to 5 (high probability of failure). 

Banks with ratings of 4 (serious weakness and potential for failure) or 5 are placed on the 
problem list. FDIC agricultural bank definition used in this table. FDIC-classified problem 
mutual savings banks are excluded. Savings and loan associations are not regulated by the FDIC 
and thus do not appear on its problem list. NA=Not available. 


Source: Division of Research and Strategic Planning, Federal Deposit Insurance 
Corporation. 
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Table 27. -- Commercial bank closures by type of bank and by region, 1980-86 |/ 


All banks 

Closed 

bank's ae 

location 1983 1984 19865 1986 =Total 

.---Number ---- 
United States 44 77 118 103 342 
Nor theast | 0 2 0 3 
Lake States | 5 7 3 16 
Corn Belt 7 12 23 17 59 
Northern Plains 3 13 26 18 60 
Appalachian 13 13 5 4 35 
Sou theas t | 3 4 4 12 
Delta States | 4 | 6 12 
Southern Plains 4 Ul 25 29 69 
Mountain 4 5 15 18 42 
Pacific 3 9 I 10 4 34 
Stressed energy bank: ie 
region 4/ $ 6 21 39 52 118 


|/ Bank closures are FDIC-insured commercial banks that were closed due to 
receiving open-bank assistance (i.e., Continental Illinois in 1984), merged to 
Closures for 1986 are as of September 30. 


U.S. possessions or territories are excluded. 


Agricultural banks 2/ 


1986 Total Share 3/ 





Share 3/ : 1983 1984 1985 
Pct. --~-Number ---- Pct. 
100.0 7 31 69 48 155 100.0 
0.9 0 0 (0) 0 0 0.0 
4.7 0 2 7 2 1 Tat 
17.3 2 6 20 14 LWe  Palhesl| 
17.5 2 10 24 17 53 34.2 
10.2 0 2 | 2 5 by 4 
3.5 | | 0 0 2 (.3 
3.5 | 2 0 | 4 2.6 
20.2 (0) 5 Il 9 25 16.1 
12.3 | 3 3 3 10 6.5 
9.9 0 0 3 0 3 1.9 
34.5 0 12 19 22 53 34.2 
financial difficulties. Banks 


prevent closura, or located in 
2/ For a closed bank 


to be classified as an agricultural bank it had to have an above-average farm loan ratio in December of the year 


preceding closure. 


3/ Percentages are based on aggregations of banks for 1983 through the third quarter of 


1986. 4/ Includes bank closures from Colorado, Kansas, Louisiana, Oklahoma, and Texas. 


Source: Calculated from information provided by the Federal Deposit Insurance Corporation and the Rapor t of 
Condition and Report of Income files, Board of Governors of the Federal Reserve System. 


Corn Belt and Plains States; they also 
accounted for over three-quarters of all 
agricultural bank closures. 


As with other indicators of bank stress, 
bank closure patterns show how problems 
induced by contractions in energy, real estate, 
manufacturing, and related markets are 
beginning to overwhelm problems caused by 
the farm sector. For the first three quarters 
of 1986, 50 percent of all closures were in the 
five- State energy bank region. Almost 75 
percent of third-quarter bank closures were in 
the 14 States that are net energy exporters, up 
from 58 percent of second-quarter closures. 
Despite the overall conditions of farm banks in 
the stressed energy bank region, about 46 
percent of all farm bank closures observed 
during the first three quarters of 1986 were in 
these 5 States. 


Although most agricultural banks declared 
insolvent and closed are relatively small and 
reopen under new management, bank closures 
can hurt local credit availability. Debtors 
with troubled loans held by closed banks are 
probably hurt the most. No bank, including 
the acquiring bank, will freely buy such loans; 
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the FDIC is often left to administer them. 
The FDIC tends to be strict with problem 
debtors since its legal responsibilities are to 
the closed banks' depositors, bondholders, and 
stockholders. Though November 15, $646 
million of agricultural loans were held by 
banks that closed in 1986. 


Marginally qualified borrowers in a 
community where a bank has just closed may 
also find it difficult to secure credit if the 
community has few other lending institutions. 
While replacing closed banks with healthy 
banks is beneficial, many of these banks 
appear to be more risk- averse than the closed 
institutions, and may make fewer local loans. 
Moreover, when a local bank is closed, the 
remaining banks may extend less credit, so 
that their liquidity positions are improved. 


Farm Credit System 


In early 1986 the FCS announced a loss of 
$2.3 billion for 1985, the first loss since the 
System was constituted in its present form 
during the Depression. Through the first three 
quarters of 1986 further losses of $1.53 billion 
were reported (table 28). In conjunction with 


Table 28.--Farm Credit System combined financial data, fourth quarter 


1985 through third quarter 1986 








| tem Dec. 31 : Mar. 31 : June. 30 : Sep. 30 
1985 :;: 1986 : 986°" : 4 1986 
Statement of Condition Data Million dollars 
Performing loans 64 , 482 62,129 57,411 53,865 
Nonaccrual loans 5,323 5,936 7,588 7,969 
Gross loans outstanding 69,805 68 ,065 64,999 61,834 
Allowance for loan losses (3, 190) (3, 180) (3,463) (3,656) 
Net loans 66,615 64,885 61,536 58,178 
Investment and cash 8,329 7,226 6,956 9,269 
Interest receivable 3,070 2,134 2,224 2,506 
Other property owned 928 983 1,018 1,099 
Other assets 891 911 99 | 805 
Total assets 79,833 76,139 72,725 71,857 
Bonds outstanding 58,264 55,595 53,360 51,759 
Notes outstanding 10,587 10,407 10,43) 11,728 
Other liabilities 2,612 2,219 1,930 2,090 
Total liabilities 71,463 68,22) 65,72\ 65,577 
Capital stock 4,969 4,744 4,588 4,427 
Surplus 3,401 3,174 2,417 1,853 
Total capital & liabilities 79 ,833 76,139 72,725 71,857 
Statement of operations data |/ 
Total interest earned 2,476 2,011 1,835 1,678 
Total interest paid 2,283 1,741 1,647 1,539 
Net interest income 193 270 187 139 
Provision for loan losses Zaliliz 267 TAS 459 
Net other expense 38 | 209 233 240 
Net income (loss) (2, 300) (206) (762) (560) 


1/ Statement of operations data are for the 3 months preceding the dates 


noted above in the heading. 


Source: Quarterly Reports to Investors from the Federal Farm Credit Banks 


Funding Corporation. 


these losses on the income statement, there 
has been a weakening of the balance sheet. 
Between December 31, 1985, and September 
30, 1986, performing loan volume decreased 
from $64.5 billion to $53.9 billion. At the 
same time nonaccrual loans increased by 
almost 50 percent to $7.97 billion. 


The erosion in volume and quality of the 
System's loan base was accompanied by 
increases in the allowance for loan losses 
reflecting expectations of further problems. 
The capital stock of the System declined with 
the drop in loan volume while the losses on the 
income statement led to continued depletion 
of System surplus. Surplus in the context 
refers to the earned net worth of the System. 
Acquired property has started to rise 
significantly over historic levels reflecting the 
completion of foreclosure processes initiated 


against the first group of farmers in financial 
difficulty (table 29). 


The highest levels and greatest increases 


in acquired property have occurred in districts 
serving the central part of the country. On 
September 30 the FCS held roughly $1.1 billion 
in acquired property. Property holdings are 
clearly concentrated in the land banks, 
although Production Credit Associations 
(PCA's) in Texas and the Southeast have 
relatively high levels of acquired property 
relative to their loan volume (table 29). Banks 
for Cooperatives (BC's) with the exception of 
Omaha, St. Paul, and Texas districts, have 
relatively low levels of acquired property. 


The losses over the last year have 


affected components of the FCS to differing 
degrees. While all System banks are 
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Table 29.--Farm Credit System acquired property by quarter, June 30, 1985 through June 30, 1986 





Lend= : District int 
in : wv. shiek ZI we ma 
eatt : Spring- : Baltimore: Columbla: Louls- : Jackson: St.Louls: St.Paul: Omaha :Wichita: Texas: Sacramento: Spokane : totals 
: field : : seviilenes t : : : é ; : : 
Thousand dollars 
June 30,1985 
FLB 3,124 3,418 63,636 63,082 135255577 69,972 72,498 60,943 6,556 0 1,676 3,652 476,894 
FICB 0 oo "289 0 wtOL 582 0 —-.2, 053 "O 3,575 0 0 6,499 
PCA 791 2,606 36,431 44,643 HS ete bss 46,408 42,0/9 14,561 8,124 31,044 3,092 252,228 
BC 0 0 0 0 0 91 0 0 0 0 0 81 172 
Total 3,915 6,024 100,356 107,725 143,655 77,776 118,906 105,075 2h, LAF St; 699 32,720 6,825 735,793 
September 30, 1985 
FLB 3,233 6,112 74,523 59,168 181,307 72,263 101,195 84,034 72,616 3,531 67,987 $2,212 757,981 
FIcB 0 0 306 0 51 546 0 2,054 0 3,471 9,064 0 15,492 
PCA hy. 2ibit 2,998 42,853 41,272 9,472 14,014 52,580 49,792 11,250 14,349 25,979 1910S 280 , 464 
BC 0 0 0 0 0 86 647 542 734 2,559 683 372 5,423 
Total 4,444 9,110 117,682 100,439 190,830 86,909 154,422 136,422 84,580 23,510 103,313 47,699 1,059,360 
December 31,1985 
FLB 3,790 6,902 81 ,606 58,745 187,499 90,870 126,455 102,685 97,256 4,116 90,709 90,194 940 ,82/ 
FICB 139 144 7,826 425 157 624 701 2302) 264 3,343 10,241 196 26,415 
PCA 1,178 2,756 26, 864 37,114 6,277 17,635 52,158 50,257 9,516 14,069 23,204 13,750 254,778 
BC 85 39 ti 167 194 344 | ,809 1,976 951 5,289 2195 670 11,850 
Total 5,192 9,841 116,407 96,451 194,127 109,473 181,123 157,271 107,987 26,817 124,369 104,610 1,233,868 
March 31,1986 
FLB 4,105 7,419 66,835 49,163 172,376 97,598 154,394 111,370 106,327 7,151 141,170 93,244 1,011,152 
FicB 134 151 9,408 550 164 895 6/6 2,900 254 1,660 105.219 126 27,137 
PCA 1,119 2,441 22,039 29,600 4,079 17,797 55,080 47,730 10,305 16,095 25,966 10,776 243,027 
BC 8 38 107 161 188 4 1,769 1,903 945 3,894 207 659 10, 382 
Total 5,439 10,049 98,389 79,474 176,807 116,720 211,919 163,903 117,831 28,800 177,562 104,805 1,291,698 
June 30, 1986 
FLB 5,847 6,099 46,218 45,983 120,535 82,297 145, 388 88,626 92,0/0 7,693 120,156 67,712 829,604 
FICB/ 
PCA 1,191 1,615 15,269 18,67) 10,890 9,791 40,090 7,617 7,067 20,445 37,276 9,114 179,036 
BBC 110 48 136 204 238 398 | ,868 1,319 928 2,900 263 651 9,063 
Total 7,148 7,762 61,623 64,858 131,663 92,486 187, 346 97,962 100,065 31,0358 158,675 77,477 1,017,703 
Sources: Farm Credit System, Office of Administration, 


System, Quarters ending June 30, 1985 through March 31, 1986. 


and Performance of the Farm Credit System, Quarter ended June 30, 


ultimately jointly liable for the condition of 
the System, some are experiencing 
significantly greater difficulties than others. 
In particular, the land banks serving the 
central United States (Jackson, Louisville, 
Omaha, St. Louis, St. Paul, and Wichita 
districts) have little or no surplus. In addition, 
several Federal Intermediate Credit Banks 
(FICB's) (Omaha, Spokane, Wichita) are in a 
similar condition. At the association level 
there is greater diversity; some associations in 
troubled districts are doing well while others 
in generally sound districts are doing poorly. 
As losses continue to mount, more components 
of the System will face difficulty, due to 
internal losses or transfers of surplus from 
their accounts to weaker banks. 


The need to activate the loss sharing 
agreements in June 1986 and the assessments 
by the Farm Credit Capital Corporation have 
proven controversial. A number of FCS 
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1986. 


institutions have challenged the assessment 
process in court, causing some delay in moving 
System resources to institutions that need 
assistance. Events beyond the System's 
control have also contributed to losses in 

1986. Most importantly, large commodity 
overhang and uncertainties about continued 
large Government payments have contributed 
to the continued decline in land values, which 
in turn results in high provisions for losses for 
the FCS. Similarly, last summer's drought and 
the collapse of the oil economy have led to 
greater nonaccruals and reduced loan demand 
in the Southeast and Southwest. 


The FCS is also faced with a significant 
volume of high-cost debt in the form of high 
coupon bonds issued 3 to 5 years ago when 
interest rates were high. Because these bonds 
are not callable, they keep the System's 
average cost of funds high. On September 30, 
1986, the FCS had roughly $30 billion (of $63.5 





billion of total debt outstanding) of 
outstanding bonds bearing a coupon rate in 
excess of 10 percent. A high average cost of 
funds limits the FCS's ability to lower its loan 
rates to borrowers to levels comparable to 
those charged by competitors and maintain a 
positive interest margin. 


Performing loan volume has declined by a 
greater amount than total volume, reflecting 
increased volume of nonaccrual and high risk 
loans. Nonaccrual loans represent the next 
round of acquired property and losses for the 
System once they are worked through the 
foreclosure process. High-risk loans can be 
thought of as loans one step removed from 
becoming nonaccrual. Thus, these two 
categories provide an indication of potential 


; ; yo ges losses from the System's current portfolio. On 
additional losses is greatly diminished. Total June 30, 1985, nonaccrual and high-risk loans 


loan volume is down in all districts of the totaled roughly $8 billion out of a total loan 
system with the largest year-to-year declines _ portfolio of $76.5 billion. On June 30, 1986, 
having occurred in the Columbia, Omaha, St. the corresponding amounts were $12.3 billion 
Louis, St. Paul, and Wichita districts (table on a total volume of $65 billion. Thus, roughly 
30). In these districts, PCA's appear to have one-fifth of the portfolio may be considered 
had a relatively larger drop in volume than at risk. 

land banks or banks for cooperatives. This 
probably reflects the greater degree of 


As the reserves of the System are 
depleted and the volume of performing loans 
declines, the ability of the FCS to absorb 


The relationship between amounts of 


competition among financial institutions for high-risk and nonaccrual loans varies 
short- and medium-term credit. considerably by district. By June 30, 1986, it 


Table 30.--Farm Credit System loan performance status by quarter, June 30, 1985 through June 30, 1986 








Mi LOA DO ican ae een a eA iy Ulstrict om 2a0we GRAN al dekod | ay 
status by : “ m ¥ kes 
lending : Spring- : ; a: Lou cone -Paul : Omaha : Wichita: Texas : Sacra-: Spokane : totals 
unit field : more: : ville : : : : mento: : et 
Million dollars 
June 30, 1985 
Per form { 
ing 1,769.4 2,769.3 6.556.1 6,026.9 3,300.2 570.6 10,126.9 6,632.9 5,640.5 3,782.0 6,965.4 4,273.0 64,223.7 
Restruc— 
tured 0 2.6 2.5 5.1 14.3 0.1 39.6 225 Dae Vt. 2525: 11.0 116.5 
Other high ! 
risk MW 34.2 135.6 477.6 360.0 296.3 467.0 870.6 859.3 535.8 138.9 676.8 BOSE | Mo eae. 
Non- 
accrual 16.0 83.6 273.7 219.6 169.7 333.0 656.7 542.0 420.8 85.1 500.8 24020 5,940.2 
Total 1,837.8 3,043.1 7,513.8 6,752.0 3,907.1 6,640.1 11,693.8 8,036.7 6,599.3 4,017.1 8,168.5 4,929.3 75,135.6 
September 30, 1985 
Per form 
ing 1,764.0 2,822.3 6,518.3 5,321.3 3,320.0 5,541.2 9,695.9 6,020.0 5,302.7 3,813.7 6,679.5 4,556.35 61,155.2 
Restruc- 
firedie 0 2.9 3.4 2.7 11.8 0.1 36.4 2.9 4.4 14.8 51.4 0.1 130.9 
Other high 
ny” . 38.8 130.6 388.2 306.3 248.0 474.) 654.5 516.5 497.6 112.9 821.0 365.7 4,554.0 
Non- 
accrual 15.1 40.8 234.8 659.8 108.9 408 .6 820.8 846.2 533.0 29.3 STle2 203.5 4,272.0 
Total 1,817.9 2,996.6 7,144.7 6,290.1 3,688.7 6,424.0 11,207.6 7,385.4 6,357.7 3,9/0.7 7,923.1 4,925.6 70,112.1 
December 31, 1985 
ot ore 98.2 3,784.8 9,995.4 3,877.5 59,243.7 
ing 1,714.2 2,723.0 6,155.3 4,843.1 2,944.7 4,778.9 8,466.4 5,204.2 4,798. ‘ é , : ; : ‘ : 
sec 0.1 2.3 3.5 2.6 9.8 0.6 42.3 826 1.7 ei) 55.6 1.0 143.6 
ea Fi 45.2 120.9 317.6 282.7 258.4 586.1 1,007.1 624.5 609.6 125.9 561.6 320.0 4,859.6 
ak 5.2 394.9 412.9 5,055.6 
accrual 13.7 43.4 319.8 573.4 169.6 508.9 1,001.4 986 .2 606.2 25r : 2 POD. 
Total 1,773.2 2,889.6 6,796.2 5,701.8 3,382.5 5,874.5 10,517.2 6,823.5 6,015.7 3,951.4 10,965.5 4,611.4 69,302.5 
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30.--Farm Credit System loan performance status by quarter, June 30, 1985 through June 50, 1986- -continued 


March 31, 1986 


Per form- 

ing 2,042.6 3,276.3 6,890.1 5,250.3 2,940.8 4,963.8 9,603.5 5,263.8 5,037.1 4,599.7 8.046.8 4,026.8 61,941.6 

Restruc- 

tured 0.1 Lal Ze: 2.0 4.0 0.3 18.9 9.3 3.4 10.8 57.2 0.2 110.6 

Other high 

risk ; 59.9 130.0 315.5 Za 319.7 424.2 930.3 678.9 556.7 TIDs2 752.4 266. | B55 C2 

Non- 

accrual 16.9 43.7 376.5 718.5 278.5 615.8 1,074.9 869.1 625.3 74.6 490.9 508 0. 69502 

Total 2,119.5 3,452.1 7,584.4 5,973.1 3,543.0 6,004.1 11,627.6 6,821.1 6,222.5 4,764.3 9,347.3 4,801.6 72,260.6 

June 30, 1986 

Per form- . 5 ‘ 

ing 1,554.9 2,645.4 5,300.5 3,921.7 2,549.9 4,314.0 7,199.2 4,244.7 4,217.0 3,593.0 5.93/.6 2,949.4 48,527.2 

Restruc- 

tured 0.1 10.4 1.4 2245 Vis 0.3 115.0 14.9 1.9 tih=3 56.0 0.3 241.4 

Other high ! 

risk : 39.5 109.0 292.3 207.1 206.7 445.9 1,290.2 539.3 480.5 69.9 796.7 597.6 5,034.6 

Non- 

accrual 33.6 59.0 611.3 955.2 430.3 669.0 1,307.5 1,258.3 800.9 147.6 592.6 714.6 7,579.9 

Total 1,628.1 2,823.8 6,205.5 5,106.3 3,194.3 5,429.1 9,911.9 5,957.1 5,500.3 3,821.8 7,342.9 4,261.8 61,183.1 
Sources: Farm Credit System, Office of Administration, Summar 


Quarters ending June 30, 1985 through June 30, 1986. 
mance of the Farm Credit System, Quarter ended June 30, 1986. 


appeared that districts such as Columbia, 
Louisville, Omaha, and Wichita had worked 
most of their problem loans through to 
nonaccrual status, since the ratio of high risks 
to nonaccruals had declined significantly. In 
contrast, Sacramento, St. Paul, and Spokane 
appear to face another round of nonaccrual 
problems due to the relatively large ratio of 
high risks to nonaccruals. 


A noticeable feature of table 30 is the 
relatively limited use of restructuring by the 
FCS. The only districts having a significantly 
increased volume of restructured loans in the 
June 30, 1985 to June 30, 1986 periods were 
Baltimore, Louisville, Sacramento, and St. 
Paul. In Louisville's case, restructuring was 
primarily through PCA's, in Baltimore and St. 
Paul the FLB's were primarily responsible, and 
in Sacramento the Bank for Cooperatives. In 
other districts where restructuring increased, 
it tended to be through PCAs. Restructured 
loans continue to represent a minor part of the 
loan portfolio in all districts. 


Delays in the foreclosure and collection 
process cause lags between the time when 
loans enter nonaccrual status and when actual 
losses are charged off. Table 31 provides 
evidence of this phenomenon. During June 
1985- June 1986, charge- offs increased in all 
districts except Sacramento and Spokane. The 
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most troubled districts experienced the most 
noticeable increase. For example, in 
Louisville charge-offs increased from $6.8 
million to $63.7 million and in St. Paul from 
$38.6 million to $102.4 million. For the most 
part the increased charge-offs came from land 
banks, while PCA's and BC's either had 
constant or declining charge-offs. 


Farmers Home Administration 


For nearly 50 years the Farmers Home 
Administration and its predecessor agencies 
have been the lender of last resort in 
agriculture. In this role, FmHA farmer loan 
programs have facilitated the entry of new 
farmers into the sector, assisted farmers 
adversely affected by economic or natural 
disaster, and helped farmers with limited 
resources attain a more economical farm size. 


During the 1980's, FmHA has been a very 
active lender, issuing at least $3.0 billion in 
new debt each year. In fiscal 1986 total 
obligations were $4.4 billion. During the late 
1970's and early 1980's, FmHA made a large 
volume of loans under the Economic 
Emergency and Emergency Disaster 
programs. In the past 3 years most of the 
agency's lending has shifted to the Operating 
Loan program. In addition, FmHA is changing 
its emphasis from direct to guaranteed 


Table 31.--Farm Credit System net loan charge-offs by quarter, June 30, 





1985 through June 30, 1986 














Lend- : District eters i= feos. eet. ae 
ing = A FCS 
unit Seen: Baltimore: Columbia: ee : Jackson: Sic -Louis: St-F Sts Paul: Omaha — ‘Wichita: Texas: Sacramento: : Spokane : totals - 
ie : ville 3 : : 
Miliion dollars 
June 30, 1985 
FLB \/ 0.4 0.9 (4.5) 13.6 ites} TSS 33.8 16.1 0.3 14.4 Oy 98.3 
FLBA 0.0 0.0 0.4 1.8 0.0 \/ 3.7 0.0 0.0 0.0 0.0 0.0 59) 
FICB 0.0 0.1 4.) 0.0 0.0 0.2 0.5 5.0 0.0 \/ 8.0 2.8 20.7 
PCA 0.1 ee 17.8 959 4.7 ti.l 28.1 26.2 325 OF5 12.5 10.6 120.6 
BC 0.0 0.0 0.0 0.0 0.0 \/ \/ 0.2 \/ (0.1) 0.0 \/ 0.) 
Total 0.1 1.7 23.2 6.8 18.3 22.6 38.6 65.2 19.6 0.5 34.9 14.1 245.6 
September 30, 1985 
FLB V/ 0.9 4.7 22.0 8.4 30.0 11.8 34.7 19.1 (0. 5) 9.3 (0.3) 140.3 
FICB 0.0 0.0 0.9 0.0 \/ \/ 0.0 0.4 0.0 1/ 0.0 0.0 tre 
PCA 0.4 0.8 ny? 24.6 9.8 2.4 25.8 105.9 15/55 rl (2 0.2 206.0 
BC 0.0 0.0 2.0 0.0 0.1 (0.5 0.1 ie \/ 0.1 3.0 0.1 6.1 
Total 0.4 1.7 14.8 46.6 18.3 31.9 Sed 142.2 34.4 0.9 24.8 0.0 BY ys7/ 
December 31, 1985 
FLB 2/ 0.9 9.0 27.4 22.0 in 45.3 56.0 23.6 \/ (8.4) 12.4 180.9 
FLBA 0.0 24 7.6 0.0 0.0 0.0 34.5 0.0 0.0 0.1 v0.0 0.) 44.4 
FICB \/ \/ 4.7 Le \/ 0.1 3.0 5.0 \/ \/ 0.) 2.4 1525) 
PCA 25 ae 9.9 11.0 (0.4) (4.7 46.9 16.6 3.9 Sel 33.6 13.0 137.4 
BC i/ \/ 0.0 \/ 2/ 0.5 0.3 1.1 W/ 0.4 \/ \/ a> 
Total 2a D2 31.2 38.4 21.6 -11.4 130.0 78.7 ZO 3.6 25.5 27.9 380.3 
March 31, 1986 
FLB \/ 0.2 9.6 10.9 2768 feo 3.5 63.1 29.8 1.4 12.2 1.8 177.8 
FLBA 0.0 0.0 0.0 2.7 0.0 0.0 0.9 0.0 0.0 1.6 0.0 0.1 55 
FICB \/ / 4.1 0.0 \/ 0.2 0.0 0.0 0.1 2/ 8.5 1.4 14.3 
PCA 0.5 1.0 8.0 205 (1.8) 0.5 iil 61.6 5.8 Zni2 4.9 (GIIRED) 84.8 
BC \/ \/ 0.0 \/ \/ \/ 2/ loz \/ 2/ 0.0 0.1 (eS 
Total 0.5 1.2 21.7 15.9 26.0 18.2 bon 25.9 ony de 25.6 Del 283.5 
June 30, (986 
FLB/ 
FLBA 0.1 1.9 17.9 37.0 32.4 18.1 59.8 83.6 83.4 0.2 12.4 4.8 351.6 
FICB/ 
PCA 0.2 0.9 14.8 26.6 4.0 Deo 42.6 8.9 17.4 11.8 1.4 3.6 145.7 
BC \/ \/ (0.6) V/ 1/ \/ V/ (0.1) 0.3 \/ (0.1) \/ =O 
Total 0.3 2.8 32.1 63.6 36.4 23.6 102.4 92.4 101.1 12.0 19.7 8.4 494.8 
1/ Less than a $50,000 charge-off. 2/ Recovery of less than $50,000. 
Sources: Farm Credit System, Ofice of Administration, Summary Report of Condition and Performance of the Farm Credit System, 


Quarters ending June 30, 1985 through March 31, 1986. 
of the Farm Credit System, Quarter ended June 30, 1986. 


lending. The guarantee program (which 
guarantees up to 90 percent of the value of 
loans made by private lenders) has grown from 
10 percent of annual obligations in 1984 to 36 
percent in 1986. 


Given the nature of its borrowers, FMHA 
is expected to have a portfolio dominated by 
relatively high- risk loans. For example, to be 
eligible for a loan, a borrower must first be 
refused by two private sector lenders. Since 
FmHA is the lender of last resort and its 
portfolio is risky, the agency's performance is 
expected to deteriorate earlier and further 
than other agricultural lenders (table 32). 
During this decade, the percentage of 
delinquent loans has more than doubled. While 
this percentage has grown very little in recent 
years, it has remained at more than one- third 
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of the loans in the portfolio 4 years in 
succession. In 1986, for the first time in this 
decade, the year- to- year change in the 
number of loans and the number of delinquent 
loans fell. 


The increase in the amount of principal 
classified as delinquent in the 1980's has been 
even more impressive than the increase in the 
number of delinquent loans. Debt classified as 
delinquent in June 1986 was more than eight 
times greater than in June 1980 and accounted 
for nearly one-fourth of the entire portfolio. 
While FmHA has a more stringent definition of 
delinquency (if $10 or more is more than 15 
days past due) than other major lenders, the 
difference accounts for relatively little of the 
observed growth. More than $4 billion of the 
$6.3 billion classified as delinquent on June 30, 


45 


Table 32.--Farmers Home Administration farmer program delinquencies, 
June 30, 1980 to June 30, 1986 


$ Number of active cases |/ $ Principal outstanding 
: (caseload) 3 
7 : Delinquent : : Delinquent 
Date 2/ $ : $ : s 
Total : Total : Proportion : Total : Amount : Share of 
eon : 3 : total 

-- Number --- Pct. ~- Mil. dollars —- Pct. 
1980 : 372,046 62,200 16.7 18.192.4 827.6 4.6 
198 | : 423,134 84,955 20.1 22,905.4 1,592.9 7.0 
1982 : 434,460 120,166 27.7 24,137.4 2,933.6 12.2 
1983 : 436,611 146,251 33.5 24,410.2 4,131.8 16.9 
1984 : 446,855 158,237 35.4 25,369.0 5,397.5 21.3 
1985 : 455,561 165,344 36.3 27,786.35 6,384.8 23.0 
157,391 36.7 27,834.6 6,835.2 24.6 


1986 : 429,146 


1/ Duplicated cases because some borrowers have loans under several di f- 
ferent programs. The number of cases is the number of loans, not the number of 
borrowers. 2/ June 30 of year shown. To account for the annual cyclical 
trend in delinquencies, midyear data are presented. 


Source: Farmers Home Administration, 616 report, various issues. 


1986, was more than 3 years past due. 
Delinquencies in June 1986 would have been 
even greater if FmHA had not charged off 
nearly a quarter of a billion dollars in principal 
and interest during the 12 months ending in 
March 1986. 


Relative to a year earlier, the number of 
loans at FmHA declined, while the amount of 
principal outstanding increased (table 32). 
These divergent trends reflect, in large part, 
the massive amount of loan rescheduling, 
consolidation, or reamortization that FmHA 
has undertaken during the past 2 fiscal years. 
In fiscal years 1985 and 1986, FmHA rewrote 
loans for 120,098 and 43,034 borrowers, 
respectively. 


Both in terms of case numbers and dollar 
totals, the Farm Ownership, Operating, 
Emergency Disaster, and Economic Emergency 
loan programs (noted with asterisks in table 
33) are the most significant farmer loan 
programs at FmHA. These four programs 
account for 96 percent of the farmer program 
caseload, 98 percent of principal outstanding, 
96 percent of delinquent cases, and 99 percent 
of delinquent principal. Within this group of 
four, the Emergency Disaster (ED) program 
warrants special comment. The ED program 
was developed to assist farmers affected by a 
natural disaster, such as drought, flood, 
hurricane. During the late 1970's and early 
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1980's the program expanded rapidly, 
particularly in the southern United States. 
Currently, more than 40 percent of the 
principal outstanding and nearly 40 percent of 
the loans are classified as delinquent. 
Compounding this already serious problem is 
the age of delinquencies in the ED program. 
Of the $3.8 billion classified as delinquent, 
$3.3 billion are more than 3 years past due. 


Delinquencies at FmHA are not yet 
abating. The amount classified as delinquent 
on September 30, 1986, is larger in virtually 
every program (Youth Operating Loans and 
Economic Opportunity Loans being the sole 
exceptions) than a year earlier. lf the 
Economic Opportunity program is excluded 
(since it has been inactive for many years and 
virtually the entire portfolio has been 
delinquent for the past 3 years), delinquencies 
in the farmer programs increased an average 
of 7 percent during fiscal 1986. Of the four 
major programs, Operating Loans registered 
the largest percentage increase in 
delinquencies (24 percent). Given the rapid 
expansion of the Operating Loan portfolio 
during the past 3 fiscal years, the jump in 
delinquencies is ominous. 


Despite the continued high level of 
delinquencies at FmHA, very few FmHA 
borrowers are being forced off their farms. 
During fiscal year 1986, 1.9 percent of all 


Table 33.--Farmers Home Administration farmer program delinquencies 
by program, September 30, 1986 


Number of active cases 1/7 Principal outstanding 
(caseload 
Farmer programs Delinquent Delinquent 
(Individual ; : 3 2 
loans) Total Total Proportion : Barotal : Amount :Share of 
: : :_ total 
---Number --- Percent --Mil. dollars-- Percent 
*Farm ownership 
(FO) 123,170 Zi g2io Zeal 7,647.0 391.8 ayy | 
Farm ownership 
-- nonfarm 
enterprises 1,281 324 25.3 50.3 4. 8.2 
#Oper ating 
loans -- 
excluding 
youth (OL) 118,665 36,800 31.0 6,335.7. 1,016.0 16.0 
Operating 
loans -- 
youth 1,257 442 35.2 3.9 1.6 41.0 
*Emergency dis- 
aster (ED) 113,002 43,534 38.5 9,373.4 3,798.0 40.5 
*Economic emer- 
gency (EE) 48,172 21,612 44.9 3,860. | 1,026.9 26.6 
Recreation 193 50 25.9 12.1 ipoe Oss 
Soil and 
water 15,661 4,295 27.4 293.1 36,97 12.5 
Economic 
opportuni ty 250 233 93.2 0.3 0.3 93.8 
Total 421,651 134,565 31.9 27,575.9 6,276.5 22.8 


|\/ Duplicated cases because some borrowers have loans under several dif- 


ferent programs. 
borrowers. On September 30, 


The number of cases is the number of loans, not the number of 
1986, there were 274,145 active, farmer program 


borrowers of whom 79,320 (28.9 percent) were classified as delinquent. 


Sources: 
for September 30, 


FmHA borrowers left the farm sector for 
financial reasons (table 34). This represents a 
very slight increase over fiscal year 1985. 


Even though relatively few FmHA 
borrowers are being forced from their farms, 
the portfolio of acquired property at the 
agency has increased substantially. In 
September 1985, FmHA held about 1.0 million 
acres of farmland worth an estimated $664 
million. By September 1986, the inventory had 
reached approximately 1.4 million acres worth 
$841 million. During fiscal 1986, nearly 1,900 
farms were acquired by FmHA and 829 were 
sold. 


Life Insurance Companies 


During 1986, serious financial stress 
increased within the farm mortgage loan 
portfolios held by life insurance companies. 


Farmers Home Administration, Farm and Housing Activity Report 
1986 and 616 report for September 30, 982. 


Historically, farm real estate mortgages have 
been an important life insurance company 
investment and a key source of real estate 
loan funds. Despite the declining role of life 
insurance farm lending since 1970, life 
insurance farm mortgage loans remain an 
important source of funds. Approximately 
26,000 farm mortgage loans were outstanding 
on June 30, 1986. About 75 companies hold 
approximately 85 percent of all mortgages 
(farm and nonfarm) held by life insurance 
companies. The farm real estate loan 
portfolio is held by fewer than 15 companies, 
down from approximately 20 in 1980. 


Delinquency rates, based on the number 
of loans delinquent as a percentage of all such 
loans, were lower for life insurance company 
farm mortgage loans than for their nonfarm 
counterparts throughout the 1970's. The farm 
delinquency rate first exceeded the nonfarm 


47 


Table 34.--Farmers Home Administration farmer program borrowers 
discontinuing farming, fiscal 1985-86 


Be ee ie le 


Borrower category : 


Fiscal 1985 Fiscal 1986 


ee 8 ee ee 





Number Percent Number Percent 
Active farmer program 
borrowers: 278,892 100.0 274,145 100.0 
Total borrowers who dis- 
continued farming due 
to financial difficulties: 4,695 1.7 5,317 1.9 
Discontinued borrowers who 
did so: 
Under bankruptcy BI 17.3 1,187 22s 
With FmHA foreclosure 89 1.9 Il 2.1 
With other foreclosure 703 15.0 850 16.0 
With voluntary convey- 
ances to FmHA | ,090 23.2 912 17.2 
With transfer and 
assumption to others 160 3.6 195 Dial, 
With sales, other than 
foreclosure 1,833 39.0 2,062 38.8 
Source: Farmers Home Administration, Farm and Housing Activit ct, 


September 30, 1985 and September 30, 1986 


rate in June 1981. It has done so continuously 
since June 1982, with a rate of 9.08 percent on 
June 30, 1986, compared with a nonfarm rate 
of 1.33 percent (table 35). The June 1986 
farm mortgage delinquency value is the 
highest recorded since the American Council 
of Life Insurance initiated the survey in 1954. 
There were 5,088 delinquent life insurance 
company farm mortgage loans on June 30, 
1986. 


The delinquency rates by amount of loans 
outstanding are proportionately higher for 
farm mortgages, because they are larger on 
average. The farm mortgage rate of 
delinquency as a percent of outstanding loans 
has exceeded the nonfarm rate continuously 
since June 1978. It rose to 19.85 percent by 
June 1986, also a record high for the series, 
and only the fourth time the series has been in 
double digits (table 35). The nonfarm 
mortgage delinquency rate in terms of dollar 
value increased to 1.91 percent in June 1986. 
Farm delinquency rates typically fall from 
June to December due to seasonal factors; 
thus it remains unclear whether the rates have 
peaked. Some $2.16 billion of life insurance 
company farm mortgage loans were delinquent 
on June 30, 1986. 
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A more restrictive measure of farm 
lending problems for life insurance companies 
than delinquencies is loans in the process of 
foreclosure. Farm mortgage foreclosure rates 
by number of loans have exceeded nonfarm 
rates since June 1979, and stood at 3.42 
percent in June 1986 (table 36). The farm rate 
was 3 times larger than 2 years earlier. A 
total of 1,915 life insurance company farm 
mortgage loans were in the process of 
foreclosure on June 30, 1986. 


Farm mortgage foreclosure rates by 
amount of loans outstanding have exceeded 
nonfarri rates since June 1978 and have 
reached ever higher levels in the 1980's (table 
36). On June 30, 1986, 8.23 percent of the 
amount outstanding for farm loans was in the 
process of foreclosure, a series peak. A total 
of $893.5 million in life insurance company 
farm mortgage loans was in the process of 
foreclosure on June 30, 1986. 


The number and dollar amount of farm 
and nonfarm loans actually foreclosed during 
1980- 86 are shown in table 37. Farm 
mortgage foreclosures have risen each year 
during the 1980's. Beginning in 1982, the 
dollar amount of farm mortgage loans 


Table 35.--Life insurance company mortgage loan delinquencies, 1980-86 1/ 


3 Rates by number : Rates by 
$ of loans : amount : 
End 3 c Number 
of : : ; : ; of 
month : Nonfarm :; Farm : Nonfarm : Farm : companies 2/ 
: mortgages : mortgages : mortgages : mortgages : 
wa eee Percent -----~---------- ---- No.--- 
1980 June 95 wk) 19 2.82 77 
Dec. 1.06 54 89 2.00 76 
1981 June 89 1.02 Be 4.04 77 
Dec. 1.tl AG? -69 3.69 78 
1982 June 1.03 1.70 -87 6.45 78 
Dec. 1.07 1.66 83 6.40 77 
1983 June 1.04 2.99 1.04 9.82 75 
Dec. 1.10 2.63 -90 8.27 75 
1984 June 1.17 3.88 93 10.38 75 
Dec. 1.24 3.78 -90 9.58 76 
1985 June 1.15 6.26 U-O2a0 14.89 74 
Dec. 1.43 6.34 1.16 15.06 74 
1986 June 1.33 9.08 1.91 19.85 74 


1/ Delinquent loans (including loans in the process of foreclosure). 
Delinquent loan is a nonfarm mortgage with interest payments in arrears at 
least two months (60 days if other than a monthly pay) or a farm loan with 
interest in arrears more than 90 days. 2/ Number of companies reporting. 
Reporting companies account for 80-84 percent of the mortgages held by U.S. 
life insurance companies depending on the date of the survey. 


Source: American Council of Life Insurance, Investment Bulletin, various 
issues. 


Table 36.--Life insurance company mortgage loans in the process of 
foreclosure, 1980-86 


Rates by number : Rates by 


: of loans ep amount : 
End : : : Number 
of : : : ; : of 
month : Nonfarm : Farm : Nonfarm : Farm : companies |/ 
: mortgages : mortgages : mortgages : mortgages : 
et Percent ---.------------ --- No.--- 
1980 June -08 13 18 ol 77 
Dec. -09 ot7 ay -/2 76 
1981 June ell -25 so 1.18 77 
Dec. 212 28 23 1.20 78 
1982 June SUZ On 24 1.63 78 
Dec. 16 63 -29 2.4) 77 
1983 June 18 87 -29 2.60 75 
Dec. 16 -89 3 2.60 75 
1984 June 16 1.14 - 30 2.97 75 
Dec. -16 1.75 18 4.54 76 
1985 June 17 2.16 -28 6.00 74 
Dec. 21 2.86 3 7.11 74 
1986 June -25 3.42 -69 8.23 74 


1/ Number of companies reporting. Reporting companies account for 80-84 
percent of the mortgages held by U.S. life insurance companies depending on the 
date of the survey. 


Source: American Council of Life Insurance, Investment Bulletin, various 
issues. 
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Table 37.--Life insurance company mortgage loans foreclosed, 1980-86 |/ 


























Year Nonfarm mortgages Farm mortgages 
Number Thou. dollars Number Thou. dollars 

1980 549 63,237 26 18, 160 
198 | 552 58,491 47 55,74| 
1982 760 131,392 167 170,310 
1983 868 114,993 306 347,002 
1984 1,024 242,428 475 289, 251 
1985 1,033 328,558 | ,000 530,235 
1986 2/ 701 395 , 903 ’ 626 304,512 


1/ Loans foreclosed include those for which title to the property or 
entitling certificate was acquired during the period shown; loans assumed by, 
or awaiting transfer to, the FHA or VA; delinquent cases resulting in loss of 


title to the mortgagor; and loans subject to redemption. 


June 30 period. 


2/ January | through 


Source: American Council of Life Insurance, Investment Bulletin, various 


issues. 


foreclosed exceeded that for nonfarm 
mortgages in each year until the first half of 
1986. Completed farm foreclosures during all 
of 1985 totaled $530.2 million; during the first 
half of 1986 they were $304.5 million. 


Recent Credit Policy Developments 


Farm lenders have developed numerous 
special credit policies to cope with the 
financial stress on many of their borrowers. In 
addition, a number of Federal and State 
policies and programs have been developed to 
alleviate farm lender and farmer financial 
stress. Whether initiated by the public or 
private sector or directed narrowly at one 
particular type of farm lending institution or 
special category of financially troubled 
farmers, the impacts of special policies and 
programs typically are much broader with 
effects distributed among the various types of 
lenders. This results from their many 
competitive and cooperative linkages. 
Because many farm borrowers use multiple 
lending sources, a policy or program that helps 
one type of lender usually helps other types as 
well. Examples are programs that strengthen 
FmHA, thus helping other lenders with their 
troubled farm borrowers or an interest rate 
adjustment by one type of private lender that 
may keep a number of its weaker borrowers 
from seeking new loans from other lenders or 
being forced to go to FmHA. 
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Commercial Banks 


Policies that assist agricultural 
commercial banks, their local lending markets, 
and their farmer borrowers can be divided into 
two groups. The first group includes policies 
designed to help banks that were hit hard with 
loan losses resulting from depressed economic 
conditions avoid insolvency. Policies designed 
to reduce the adjustment costs associated with 
banks that must be declared insolvent and 
closed are in the second group. 


In March 1986, Federal commercial bank 
regulators implemented a three—part policy 
initiative to assist banks experiencing heavy 
losses due to adverse developments in the 
farm and energy sectors. The first part 
encourages banks to renegotiate problem loans 
on terms more favorable to their troubled 
borrowers. It relies on a change in bank 
accounting practices whereby the term of a 
loan may be extended, and interest and 
principal payments reduced, provided that the 
entire original principal amount is scheduled 
to be repaid. Any loss on the loan is thus 
accounted for as foregone interest income, so 
that the bank's net income is lower than 
expected. But loan losses need not be 
recorded nor charged off against bank capital 
provided there is a reasonable prospect for 
repayment. In many cases, this new 
accounting practice can be combined with 
FmHA's interest rate buydown program, 
benefiting both banks and farmers. 


The second part of the regulators’ 
initiative reinforces the incentive for bankers 
to work with their cash-strapped borrowers by 
changing the way renegotiated debt is 
reported. Through March 31, 1986, 
renegotiated debt was counted as 
nonperforming, making banks reluctant to 
restructure problem loans. Now restructured 
loans are reported as being renegotiated, but 
performing according to the modified terms. 


There is some evidence that agricultural 
banks have responded to this policy change. 
By June 30, approximately $2.7 billion in loans 
at almost 5,000 commercial banks had been 
reported as renegotiated and performing 
according to modified terms. About $400 
million of these were agricultural loans, and 


roughly 1,000 agricultural banks reported some ~ 


renegotiations. While not strictly comparable, 
June data on loan renegotiations over the past 
4 years indicate that farm banks' level of 
restructurings was higher in 1986 than earlier 
periods and above that of other small banks 
(table 38). 


Capital forbearance, the third part of the 
regulators' initiative, allows banks that apply 
and are approved to operate with substandard 
capital ratios. To qualify, a bank must have 25 
percent of its loans to the farm and/or energy 
sectors, show good management, submit a plan 
to meet capital requirements over the next 5 
years (or by 1993, whichever comes first), file 
annual progress reports, and show a reasonable 
prospect for returning to profitability. Banks 
have until 1988 to apply for the program. In 
Congressional testimony, regulators stated 
that a 4.0-percent primary capital ratio 
represented a reasonable lower bound for 
eligibility. 


Applications for the capital forbearance 
program were high through the first three 
quarters of 1986 (table 38), relative to the 
estimated target group of banks. As of 
September 30, 128 banks had applied for 
forbearance: 31 were approved, 23 denied, 
and the remainder are pending or withdrew 
their applications, presumably upon closure. 
Almost all approved banks are in areas 
dominated by agricultural and energy lenders, 
probably in the stressed energy bank region. 
According to June 1986 call report data, 196 
banks had primary capital ratios between 4.0 
and 5.5 percent, 53 also had farm loans 


exceeding one-fourth of total loans. While the 
program may benefit targeted banks, they 
represent a minority of all severely stressed 
institutions as indicated by the number of 
vulnerable banks (table 25). 


Other policies assist farm banks under 
stress. To ensure adequate liquidity at small 
and medium--sized agricultural banks 
experiencing especially strong local loan 
demands, the FRB renewed its temporary 
simplified lending program in time for the 
1986 planting season. It also modified the 
program's requirements, making it potentially 
more accessible to these banks. It is an 
alternative to the FRB's regular seasonal 
lending program, which was liberalized in 1985. 


Under the regular seasonal program, loans 
are made by FRS District Banks at discount 
window rates to commercial banks needing 
increased liquidity to meet seasonal needs for 
funds. In 1985, to enhance the usefulness of 
this program by small and medium-sized 
banks, especially those that are agricultural in 
nature, the FRB increased the proportion of 
the seasonal loan demand surge which may be 
covered by a FRS loan. This program is not, 
however, limited to agricultural banks or 
banks with farm loans outstanding. 


Available only to agricultural (FRB 
definition) banks that might not qualify for the 
regular seasonal loan program, the temporary 
simplified program was designed to meet these 
banks' liquidity needs arising from unusual 
local loan demands. The liquidity shortfall 
need not have arisen from seasonal factors for 
a bank to qualify. Like the regular seasonal 
program, loans through this simplified program 
are made at discount window rates to 
qualifying banks. While qualifying institutions 
may use either program, they cannot use both 
simultaneously. The simplified program was 
instituted in March 1985 and renewed in 
February 1986. On a broader level, access to 
the discount window continues to be 
emphasized by the FRB for all banks 
experiencing liquidity problems related to 
agricultural credit developments. 


In 1985, use of the regular seasonal 
program peaked at $207 million in August; 564 
banks used the program during the year. The 
temporary simplified program's loan volume 
peaked at $14 million for 1985 with only 14 
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Table 38.--Response to the 1986 bank regulator policy initiative 
oat Renegotiated loans as a share of total loans 1/7 


cs Year ending 
bank : June | : une $ une : une 


Type of 


e 
e 


Agricultural banks 0.2 
Nonag small banks 0.2 


Percent 
0.2 0.3 0.6 
0.2 0.1 0.2 


Status of capital forbearance program on September 30, 1986 2/ 


Number of banks: 


Applying 

Approved 

Pending 

Denied 

Withdrew applications 


1/ Prior to June 30, 1986, loans restructured in favor of the borrower, 
reflecting a deterioration in financial condition, were reported by banks as 


renegotiated "troubled" debt, and included in delinquent debt data. 


Begin- 


ning with the June 30, 1986, call report, such loans were reported as "rene- 
gotiated loans, performing according to modified terms" and excluded from de- 


linquent debt data. 


2/ National and State nonmember banks as of September 30, 


1986; State member bank participation as of October 30, 1986, but believed to 


be unchanged during October. 


Source: 


Renegotiated loan data computed from the Report of Income and 


Report of Condition files, Board of Governors of the Federal Reserve System. 
Information on capital forbearance program participation from the Federal 
Deposit Insurance Corporation for State nonmember banks, the Board of Governors 
of the Federal Reserve System for State member banks and the Office of the 
Comptroller of the Currency for national banks. 


banks participating. Program use was even 
lighter in 1986 with loans through the regular 
seasonal program reaching a high of $137 
million in August. Loans through the 
temporary simplified program peaked at $7 
million in October. Over the year, eight banks 
made inquiries regarding eligibility for the 
simplified program, four of these actually used 
it. The relative lack of demand for these 
discount window loans reflects, in part, 
increasing liquidity at agricultural banks 
observed in recent years. 


For agricultural banks as a group, 
improved liquidity resulted from falling 
loan-deposit ratios. These declining ratios 
reflect the scarcity of high quality loan 
applicants now observed in many rural areas. 
While stress in these areas reduced the volume 
of new loans, deposits remained somewhat 
stable as interest accrued to the larger 
deposits. Agricultural banks now appear to be 
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net suppliers of funds to national money 
markets, a situation that has persisted since 
1980. 


The FRB's simplified program can also be 
viewed as providing extra liquidity to surviving 
banks in communities that have experienced 
bank closures. Banks remaining in such 
communities may desire increased funds to 
appear safer or to meet the loan needs of 
residents and farmers previously served by the 
failed institutions. While the FRB's 
accommodative stance toward banks in this 
situation is publicized by the program, 1986 
use suggests the actual need has been light. 


Another policy in the second group that 
helps reduce the adjustment costs of bank 
closures in rural and farm communities is the 
result of an agreement by the FDIC and 
FmHA. Begun in February 1985 and renewed 
in December 1986, the agreement enables 








FmHA to be the production loan guarantor for 
some of the marginal farm borrowers left 
without financing due to bank insolvency and 
closure. Under the terms of the agreement, 
the FDIC may request an FmHA response 
when a bank with more than 25 percent of its 
loans supporting farm activity is closed or 
about to be closed. FmHA then sends an 
Emergency Credit Team to the affected 
community. The team screens production 
loans outstanding at the closed institution for 
farmers who might not be able to secure 
refinancing through other commercial banks, 
yet are judged by FmHA to be somewhat 
creditworthy. The team issues production loan 
guarantees to the FDIC for those loans 
considered eligible. The FDIC is authorized to 
sell these guaranteed loans to interested 
commercial banks. 


The agreement's purpose is to protect 
marginal farm borrowers from foreclosure due 
to a bank closure during the planting season. 
No direct cash loans are granted by FmHA. 
Farmers eligible for direct loans are guided to 
a regular FmHA loan program. All farmer 
customers of the closed bank, regardless of 
qualifications, are given credit counseling by 
the FmHA team. 


In 1985, FmHA sent Emergency Credit 
Teams to 41 farm banks that were closed and 
wrote 116 letters of intent to guarantee 
totaling $8.7 million. Program activity was 
down in 1986. Through November, the teams 
visited 16 closed agricultural banks and wrote 
64 letters of intent to guarantee totaling $4.02 
million. The reduced Emergency Credit Team 
activity in 1986, despite elevated agricultural 
bank closures, may reflect FDIC's new policy 
which requires banks that purchase closed 
banks to assume most marginal loans for at 
least 90 days. 


The FDIC began testing two new policies 
in 1986 that are also designed to mitigate the 
problems and costs associated with bank 
insolvencies. These policies may stem the 
declines in bank service and credit availability 
in agricultural areas resulting from bank 
closures. In part, because banks closed in 
farm and rural areas have become more 
difficult to replace with acquiring banks, the 
FDIC is providing “open bank assistance" to 
some institutions approaching insolvency. 
Essentially, the FDIC takes an equity position 


in the bank in exchange for removing a portion 
of its bad assets (loans) and infusing capital. 

In the first three quarters of 1986, three 
small, rural, agricultural banks received open 
bank assistance. As of December, a fourth 
assistance package was pending stockholder 
approval. 


The second policy tool being tested by the 
FDIC involves subsidizing the acquisition of a 
closed bank by a healthy bank. Normally, the 
FDIC auctions the closed bank to the highest 
acceptable bidder and collects a premium 
over the value of the quality assets. Sucha 
premium represents the value of the closed 
bank's charter. In seriously depressed farm 
and rural communities, no bidders may be 
interested at any premium. Instead of 
liquidating the bank and paying off the 
depositors directly, the FDIC may now 
consider paying a subsidy to a healthy bank 
willing to acquire such a closed institution. 
First Oklahoma, with a $130- million farm loan 
portfolio, was closed and acquired by First 
Interstate with a "negative bid" subsidy from 
FDIC. This was the only case of a subsidized 
acquisition in 1986 through November. 


Farm Credit System 


The Amendments to the Farm Credit Act 
of 1985 implemented a major restructuring of 
the FCS. The first experience with these 
changes took place in 1986. One of the 
critical elements was changes in the 
responsibilities of the Farm Credit 
Administration (FCA), making it an 
arms--length regulator with strong supervisory 
powers. Concern with the weakened financial 
condition of the FCS and a fear that 
associations were dissipating their capital led 
the FCA to restrict any actions by FCS 
institutions that would lead to lower earnings. 
This included reduced interest rates for high 
quality borrowers who had the opportunity to 
obtain lower cost funds from other lenders. 
This led to the FCS becoming a relatively high 
cost lender. As creditworthy borrowers left 
the System, the FCS argued that borrower 
flight due to uncompetitive lending costs hurt 
the viability of the System more than 
selective lowering of loan rates would. 


The steady decline of overall interest 


rates through 1986 increased the pressure on 
the FCS to lower rates if it was to hold onto 
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high quality borrowers. However, given the 
FCS's high cost bonds, reduction in interest 
rates to farmers exposed the System to 
negative margins between interest rates 
earned and rates paid. Early in the year, the 
FCS proposed a three-tier interest rate 
structure that would charge borrowers 
different rates based upon their credit risk. 
This program, which would have brought about 
price discrimination on the basis of risk, 
represented a major departure from the FCS 
policy of average cost pricing, with all 
borrowers being treated as equally as possible. 


In October 1986, Congress further 
amended the FCS legislation by removing 
FCA's authority to approve System interest 
rates and by providing temporary relief from 
generally acceptable accounting principles 
(GAAP). Removing FCA's interest rate 
approval authority provides the FCS with the 
opportunity to set loan rates for customers on 
a borrower- by-borrower basis, reflecting the 
System's current cost of funds and the 
customer's credit status. The accounting 
changes provide relief through 1988 from 
having to recognize the entire amount of 
required loan loss provisions in each quarter 
and also provide a means for spreading the 
debt service costs of existing high coupon rate 
bonds into the future. These two changes can 
best be thought of in the context of debt 
rescheduling; they do not reduce the 
magnitude of the System's debt but they do 
provide additional time to pay it. Implicit in 
this latest round of Congressional amendments 
is the recognition that the changes will be 
adequate to ensure the System's survival only 
if conditions in the farm sector improve. 


Farmers Home Administration 


Probably the three most significant 
FmHA policy actions taken during fiscal 1986 
are: the shift in emphasis from direct to 
guaranteed lending, the formalization of new 
procedures for handling delinquent loans, and 
the interest rate buydown program. The Food 
Security Act of 1985 authorized $4.0 billion 
for FmHA in fiscal 1986. Half was to be in 
the form of loan guarantees. FmHA actually 
lent $4.4 billion, with $1.6 billion in the form 
of loan guarantees. Though the agency fell 
short of intentions, many more guarantees 
were issued in fiscal 1986 than at any time in 
the agency's history. The implications of the 
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shift from direct to guaranteed lending are, as 
yet, uncertain. Clearly, such a shift reduces 
the agency's direct role in the distribution of 
credit in the agricultural sector. It is hoped 
that guarantees will reduce Federal budgetary 
exposure in the area of agricultural credit. 
Whether this hope is realized will depend upon 
the performance of the agricultural economy 
and upon the quality of the loans guaranteed 
by FmHA. 


In January 1986, FmHA issued new rules 
for servicing delinquent and problem loans. 
The new procedures were issued in response to 
a restraining order that precluded FmHA from 
initiating foreclosures pending clarification of 
borrowers' rights and responsibilities. Under 
the new rules, a delinquent borrower is sent a 
letter requesting him to make an appointment 
with his loan officer within 30 days to discuss 
available financial alternatives. Furthermore, 
the borrower's right to appeal an adverse 
decision is set forth. The development of 
these new standards reflects the more 
"businesslike" way in which FmHA is dealing 
with its borrowers. Additional actions 
indicative of this new emphasis include the 
increased number of acceleration letters sent 
by the agency and its controversial contract 
with a collection agency to deal with 
borrowers upon whom the agency had 
foreclosed. 


The Interest Rate Buydown Program 
(IRBP) was intended to "provide lenders with a 
tool to enable them to continue to provide 
credit to operations of not larger than family 
farms who are temporarily unable to project a 
positive cash flow on all income and expenses 
including debt service without a reduction in 
the interest rate." The IRBP is intended as a 
last-resort response. To qualify, a loan must 
meet several requirements. First, if a positive 
cash flow can be achieved by rescheduling or 
reamortizing the debt, it will not be eligible. 
Second, the interest rate reduction must 
produce a positive cash flow projection. If 
these conditions are met, FmHA will make 
payments to the lender of not more than 50 
percent of the cost of the interest rate 
reduction, up to a maximum total interest rate 
writedown of 4 percentage points. Congress 
appropriated $490 million for the 3--year life 
of the program. Participation during the 
program's first half-year was very light; only 
1,574 loans with total FmHA obligations of 











$9.6 million (out of $115 million authorized for 
the program). 


Life Insurance Companies 


During 1986 life insurance company farm 
lenders continued to adapt policies in two 
major areas: (1) handling of problem loan 
accounts, and (2) management of acquired 
farm properties. The severity of the problems 
on these fronts continued to grow and the 
cumulative farm sector problems of the 1980's 
have affected the willingness of the life 
insurance industry to make farm loans. In the 
1980's, several companies withdrew from the 
farm loan market and a number of others 
reduced their agricultural lending 
significantly. During 1981-86, life insurance 
company loans outstanding to the farm sector 
declined 14.6 percent; they decreased 6.1 
percent during 1986 alone. 


A number of companies make only a 
limited number of loans to their existing farm 
borrowers. Their first priority is on servicing 
the existing portfolio. In 1986, only five life 
insurance companies were very active in 
aggressively pursuing new farm loan business. 
Companies typically report that loan funds are 
available for qualified borrowers, but in fact 
they have moved toward borrowers with larger 
loan requirements having prime security 
quality and outstanding management and 
marketing skills. In short, life insurance 
companies typically are limiting new farm 
loans to renewals and increases of good loans 
and to a small number of very qualified, 
top-notch new farm borrowers. 


The companies have been forced to focus 
more personnel and resources into developing 
policies to deal with problem farm loans. 
They restructured farm loans for those 
situations warranting it. These policies have 
taken a variety of forms- --capitalization of 
interest, deferral of interest, deeds in lieu of 
foreclosure on a portion of the security, 
reduction of the interest rate in exchange for 
an arrangement to participate in the operating 
profits and profits upon sale, or a combination 
of the above or other plans. Each borrower's 
situation is unique and must be dealt with on 
an individual basis. 


Life insurance companies now own large 
amounts of acquired farm properties, which 
they have had to develop policies and 


procedures to manage. As an industry, the 
companies have tended to hold on to acquired 
farmland rather than sell it. Insurance 
companies are a small share of land financing 
and an even smaller portion of insurance 
firms' investment portfolios. Thus, they can 
afford to adopt more of a wait-and-sce 
attitude toward farm sector and farmland 
value fortunes than can the FLB's where 
farmland is the primary asset. Moreover, the 
major insurance firms that were into farm 
mortgage lending through the 1970's and into 
the 1980's typically have experienced field 
staff people who can manage acquired 
properties, or get them managed by other 
professionals. 


One important policy development is that 
since October 1985 three life insurance firms 
have purchased three prominent farm 
management firms. Other life insurance 
companies have increased their farm 
management staffing. These moves have a 
number of implications. First, the insurance 
companies are determined not to sacrifice the 
good farms that they have been forced to 
acquire. But instead of paying an outside firm 
to manage the operations, they often do it 
themselves. The companies see farm 
management as a viable profit center. 

Second, with the improved management 
capacity, future farm loans will likely receive 
much closer supervision. 


Life insurance companies have positioned 
themselves as participants in the dramatic 
shifts that have been occurring within the 
farm management industry. The owners of the 
management companies have the common goal 
of earning an economic return from the many 
farms that they have acquired through 
foreclosure since land values began declining 
in the 1980's. The management companies 
offer a good opportunity for profits and for 
tax savings. Some analysts have estimated 
that farm management companies manage 
about 16 percent of the cultivated acreage and 
this could increase to 25 percent by 1991 if 
the growth rate continues. 


Current Agricultural Lender Outlook 


The financial problems facing farm 
lenders will continue in 1987. Declining farm 
asset values have severely decreased the 
equity cushion that farmers traditionally use 
as reserve borrowing capacity to see them 


a0 


through years of unfavorable incomes and 
inability to fully service their debts. The 
problem of declining asset values is more 
serious than the attendant problems of 
inadequate cash flow to fully service debts, 
because the latter problem has traditionally 
been a factor in farm lending, and has not 
gotten significantly worse in the 1980's. 
However, with declining asset values, both 
farmers with significant debt loads and their 
lenders have become subject to deepening 
financial stress. 


The farm income outlook depends heavily 
on Government loan, storage, and direct 
payment programs and the prospects for 
changes in production expenses. From 1985 
through 1987, the drop in production expenses 
and the increase in Government payments are 
primary reasons that real net income levels 
are expected to improve somewhat over the 
early 1980's even given reduced market 
receipts. 


Analyses that view land values as a 
function of the returns generated from land, 
prospects for other longer and intermediate 
term investments, and real cost of financing, 
suggest that land values were lower in 1986 
and will likely continue to decline, but at a 
slower rate, in 1987. Available data indicate 
that farm sector liabilities are either 
continuing to be repaid or written off. Since 
the drop in debt will likely be less than the 
decline in assets, owner equity will continue to 
contract, which will cause concern for many 
lenders. 


New Chapter 12 bankruptcy provisions 
and changes in the Uniform Commercial Code 
(UCC) add to farm lenders' wariness and may 
make them more cautious in extending credit 
to farmers in 1987. The new Chapter 12 
bankruptcy code designed for family farmers 
became effective on November 26, 1986. 
Under the new law, farmers are given the 
opportunity to reorganize their finances and 
pay off delinquent debts over a 3- to S—year 
period rather than be faced with potential 
liquidation. Chapter 12 does not allow the 
creditor to veto the farmer's reognization 
plan, have the bankruptcy proceding dismissed, 
or have the proceeding converted to a Chapter 
7 liquidation. (The latter does not hold if the 
borrower commits fraud in the bankruptcy 
plan.) 
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On December 24, 1986, changes in the 
UCC altering the special provision known as 
the "Farm Products Exemption" became 
Federal law. These changes adopted in the 
1985 farm bill included two mechanisms to 
alert buyers to liens on farm products. First, 
lenders are required to send notices of liens to 
any potential buyers of farm products. 

Second, States are offered the option of 
developing a USDA-certified central filing 
system for liens and notification of registered 
buyers on a regular basis. The crux of the new 
law is that unless a farm lender is financing 
farm products produced in one of the few 
States with a central notice system, the lender 
will have to prenotify buyers of farm products 
of the existence of liens to be able to enforce 
security interest against those buyers. 


Commercial Banks 


The quality and quantity of agricultural 
loans held by the commercial banking system 
are expected to continue declining over the 
coming year, but probably at decreasing 
rates. About 150 banks, half of which are 
agricultural, were expected to be declared 
insolvent and closed in calendar 1986. At 
least as many are expected in 1987. The 
number of problem agricultural banks is 
anticipated to mount over the coming year as 
a larger proportion of these banks is 
overwhelmed by losses accumulated over the 
past 5 years. But the percentage of all 
vulnerable, FDIC-designated problem, and 
closed banks that are agricultural in nature 
may have peaked in 1985 as a result of 
accelerating problems at nonagricultural 
banks, especially those in the southwest and 
central United States. 


A few bright spots are evident, however, 
if farm income continues to be protected by 
Federal supports. The rate at which farm loan 
delinquencies have been growing is down, 
suggesting that commercial banks may be near 
the midpoint in working through their 
overextended farm debtors. Provisions for 
loan losses and capital continue to rise at 
agricultural banks, improving their abilities to 
withstand future losses. 


Despite serious problems at agricultural 
banks, the farm financial crisis taken in 
isolation will have only limited effects on the 
commercial banking system. Agricultural 





loans and bank holdings of FCS securities 
combined amount to only 3 or 4 percent of the 
banking system's total assets. Although the 
chance of farm loan losses setting off a run at 
agricultural and rural banks is small, they 
could trigger more serious systemic 
instabilities when combined with worsening 
conditions in the international bank debt 
situation, the savings and loan industry, the 
FCS, and banks involved in the energy, 
commercial real estate, and export-sensitive 
sectors. Other things being equal, however, 
the institutional safeguards currently in place 
to protect the financial system should be 
sufficient to limit the effects of any currently 
foreseeable bank problems associated with 
farm loan liquidations. 


Continuing farm loan difficulties will 
adversely affect the banking system serving 
several States and regions. The majority of 
bank lending in lowa, Nebraska, and North 
Dakota is by agricultural banks. And farm 
banks in these and other States in the Plains 
and Corn Belt regions are suffering the highest 
incidences of loan delinquencies and closures. 
Negative developments in the energy and 
other sectors in the Southern Plains especially 
are exacerbating farm loan repayment 
problems and dampening bank performance. 
While farm banks in the area dominated by 
lenders to energy compare favorably with 
farm banks nationally, problems in the region 
will probably reduce new credit available for 
any use, including farming. 


While difficulties in some regions will 
restrict farm credit, another emerging 
problem may lead to credit misallocation of a 
different nature. Despite the high annual bank 
closure rate, there are, in all likelihood, a 
number of insolvent banks that continue to 
operate because of the inability or 
unwillingness of the regulatory agencies to 
shut down all banks as they become insolvent. 
Approximately 45 percent of the 1,400 or so 
banks on the FDIC problem list have not had 
an on-site examination in the past year 
because the FDIC has been unable to increase 
its examination force rapidly. While bank 
closures may restrict credit in some local 
markets, allowing banks with little or no 
equity capital to remain open may result in 
suboptimal lending patterns, inefficient 
resource allocation, and higher costs to the 
deposit insurance fund (and taxpayers) in the 
long run. 


On a national level, commercial bank 
funds available for agriculture will likely 
remain adequate, due mainly to historically 
low loan-—deposit ratios and weak loan demand 
by farmers. Commercial bank- held farm debt 
is expected to contract along with total farm 
debt, while the banks will continue to increase 
their relative share of real estate-secured 
debt in exchange for crop- secured (production) 
debt. 


Farm Credit System 


Several issues will be critical for the FCS 
and its borrowers in the coming year. Most 
important will be the System's ability to stem 
the decline in performing loan volume and to 
recover its funds from nonperforming loans. 
The System depends heavily on recovery or at 
least a stabilization of conditions in the farm 
sector for this to occur. If earnings continue 
to fall and the quality of the System's 
portfolio continues to deteriorate, the FCS 
will exhaust its surplus in the coming year and 
be compelled to cease operations unless 
legislation is rewritten. For certain banks this 
process may occur earlier if the FCS is unable 
to move sufficient funds to bolster their 
balance sheets. Thus, the FCS may have to 
ask for Federal assistance in 1987. 


The System also faces the problem of a 
growing volume of acquired property. As 
foreclosure procedures initiated 1 or 2 years 
ago reach completion, FCS property holdings 
will grow significantly. Earnings on this 
property are often inadequate to cover the 
costs of holding it. In addition, marketing the 
property would enhance cash flow. However, 
if the FCS aggressively markets the property, 
it may drive property values down even 
further, leading to additional defaults and 
forcing the FCS to set aside further provisions 
for loan losses. 


Differences in the financial condition of 
the various members of the FCS have created 
the need to transfer funds among the 
institutions. Several stronger banks and 
associations are objecting to the terms of 
these transfers. The objections have 
culminated in a number of court suits that 
have yet to be resolved. The fact that the 
FCS has been unable to resolve these 
differences internally suggests that if 
financial difficulties worsen, the Systetn may 
be unable to reach a consensus on how to 
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allocate its resources. This could lead to 
reduced confidence within financial markets 
and affect Congressional willingness to assist 
the FCS. 


Finally, the FCS must come to grips with 
the impact of current financial difficulties on 
its future structure. Even if further 
assistance proves unnecessary, the System still 
must determine how it will deal with a lower 
volume of farm loan demand, how it will pay 
for the deferred expenditures arising from the 
1986 amendments, and how its lending policies 
will be adjusted to reflect lending on the basis 
of individual borrowers' risk and marginal cost 
pricing rather than uniform pricing based on 
the average cost of funds. Resolving these 
issues will determine the function and the 
form that the FCS assumes in future years. 


Farmers Home Administration 


The quality of the FmHA loan portfolio is 
not likely to improve significantly in the near 
future. FmHA has the highest rate of 
delinquencies of all institutional lenders. As 
of September 30, 1986, 22.8 percent of the 
farmer program portfolio was classified as 
delinquent. In addition, of the $6.8 billion of 
delinquent debt, 77 percent is more than 3 
years past due. Even if economic conditions in 
agriculture improve dramatically, much of this 
debt will have to be written off. ERS 
estimates that as of January 1, 1986, nearly 
one-third of the portfolio, $8.2 billion, was at 
risk of default. Potentially, $2.6 billion of this 
amount will be written off. 


The rate of FmHA- initiated foreclosures 
remained extremely low in fiscal 1986, but 
this could change dramatically during the 
coming year. When the terms of a loan have 
been violated (e.g., by a delinquent payment), 
the lender has the right to send an 
acceleration letter that requests complete 
payment of the outstanding balance within a 
specified time period (often 30 days). Once 
acceleration has been initiated, the borrower 
must pay off the debt, go through foreclosure, 
or file for bankruptcy. During the first 8 
months of 1986, the number of acceleration 
letters sent by FmHA averaged more than ten 
times greater than the same period in 1985. In 
fiscal 1986, 7,593 acceleration letters were 
sent, compared with 978 a year earlier. 
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The increase in acceleration letters 
should eventually lead to an increase in 
FmHA- initiated foreclosures, voluntary 
conveyances, and bankruptcies. Since FmHA 
is precluded from selling acquired properties if 
doing so will adversely affect the price of land 
in that market, the agency's inventory of 
acquired property will increase substantially 
during the next year. 


Life Insurance Companies 


The farm financial situation will remain a 
major problem for life insurance companies 
holding farm mortgages in 1987; loan 
delinquencies and defaults will continue to be 
much higher than recent historical 
experience. Companies will continue to 
forbear, extend, or otherwise adjust the terms 
of many problem loans, but in instances where 
reasonable projections do not allow for 
forbearance, they will proceed with 
foreclosure. Most farmers are making 
adjustments to current farm mortgage 
difficulties as best they can, by selling assets, 
cutting costs, and, where possible, 
reorganizing their operations to take full 
advantage of farm programs. Some farms that 
have adequate security are refinancing and 
others are offering the life insurance 
companies deeds in lieu of foreclosure. Many 
life insurance company farm loan departments 
will continue to spend a major portion of their 
time dealing with problem loans, or will 
contract with farm management companies 
for management expertise. 


Insurance companies as a group will 
continue to view agricultural lending with 
considerable caution. Those companies 
making loans will do so on a very selective 
basis, generally to existing customers. 


TAX REFORM 


In October the President signed into law 
the Tax Reform Act of 1986, the most 
comprehensive overhaul of the Federal tax 
system in over 30 years. Most of the 
provisions of the new law take effect on 
January 1, 1987. The Act is revenue neutral: 
over the next 5 years, individuals will pay 
about $120 billion less in taxes, while 
corporations pay $120 billion more. Many of 
the provisions will affect agriculture. 





Major Provisions 


The Tax Reform Act provides for 
substantial reductions in tax rates for 
individuals and corporations. Tax revenue is 
maintained by eliminating many of the special 
provisions that have been added to the tax 
code over the years. A number of special 
farm tax provisions are among those being 
eliminated. 


Individual Tax Provisions 


The main feature of the Tax Reform Act 
is a radical change in the individual tax rate 
schedules (table 39). The new schedules have 
just two tax brackets and much lower rates. 
The top tax rate declines from 50 to 28 
percent. Although the bottom rate rises from 
11 to 15 percent, this is offset by increases in 
standard deductions and personal exemptions. 
For a family of four, the tax-free income 
level will rise to $13,000 by 1989. Thus, both 
high- and low-income taxpayers will benefit 
from the new tax schedules. Under the new 
law, the tax brackets, personal exemptions, 
and standard deductions will continue to be 
indexed for inflation. 


The favorable changes in the tax 
schedules are partly offset by the elimination 
of some special deductions. Under the new 
law, State and local sales taxes and consumer 
interest are.no longer tax deductible. In 
addition, the spousal deduction and income 
averaging are repealed. There are also some 
new restrictions on eligibility for tax 
deductions for contributions to individual 
retirement accounts. 


The Tax Reform Act also contains a new 
health insurance tax deduction for farmers and 
other self-employed workers. During 1987 
through 1989, the self-employed will be able 
to deduct 25 percent of the cost of their 
health insurance. It is likely that proposals 
will be made to extend the deduction beyond 
1989 and increase the deduction to 50 
percent. The deduction partly offsets the 
inequity that results from the nontaxation of 
the health insurance premiums that many 
businesses pay for their employees. 


Corporate Tax Rates 


The Tax Reform Act reduces corporate 
tax rates as well as individual rates. Under 


the new law, the number of tax brackets for 
corporations is reduced from five to three, and 
the top tax rate is reduced from 46 to 34 
percent. The tax on the first $100,000 of 
corporate income is reduced from 25.75 to 
22.25 percent. 


There are almost 60,000 corporate farms 
in the United States. Many of these are 
family farms that have been incorporated to 
take advantage of tax laws that favor 
corporations. The new tax law, with sharp 
cuts in individual tax rates, will reduce the 
incentive to incorporate. 


Tax Treatment of Capital 


The major change in the tax treatment of 
capital is the repeal of the investment tax 
credit (table 40). Under current law, most 
types of farm capital qualify for a 6- or 
10-percent credit. The repeal of the credit is 
retroactive to January 1, 1986. However, the 
new law permits taxpayers to carry forward a 
large portion of unused credits from 1985 and 
earlier years. In addition, farmers are allowed 
to carry existing (unused) credits back as far 
as 15 years in recalculating tax liabilities. 
Each farmer's total refund under this 
carryback provision is limited to the lowest 
of: (1) 50 percent of existing unused credits, 
(2) the taxpayer's net tax liability for the past 
15 years, or (3) $750. 


The Tax Reform Act also changes the 
write-off schedules for depreciable capital. 
Under the new law, tax lives for farm assets 
are longer (table 40), but the rate of 
depreciation for most farm assets rises from 
150 to 200 percent declining balance. 


Under current law, each taxpayer can 
immediately deduct up to $5,000 of 
investment in depreciable capital each year. 
The limit was scheduled to increase to $7,500 
in 1988 and $10,000 in 1990. The Tax Reform 
Act raises the limit to $10,000 beginning in 
1987. 


Capital Gains 


The Tax Reform Act eliminates the 
60-percent exclusion for long-term capital 
gains. Farm real estate and dairy and 
breeding livestock are among the assets that 
now qualify for the exclusion. Under current 
law, the top tax rate on capital gains is 20 
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Table 39.--Tax reform bill: Major provisions affecting individual taxpayers 


Tax provision 





Tax rate schedule 
Single 


Head of household 


Joint return 


Standard deduction 
Single 
Head of household 
Joint return 
Personal exemption 


Spousal deduction 


Itemized deductions 
(changes) 
State and local 
sales taxes 
Consumer interest 
Health insurance 
costs 


Income averaging 





Current law 3 


15 brackets 
11% bottom rate 
50% over $85,790 


14 brackets 
11% bottom rate 
50% over $114,390 


14 brackets 
11% bottom rate 
50% over $171,580 


$2,480 
2,480 
3,670 


$1,080 


10 percent of earned 
income of lower-earning 
spouse, or $3,000, which 
ever less. 


Deductible. 
Deductible. 


Not deductible by the 
sel f -employed. 


Allowed if income is 
$3,000 more than 140% 
of prior 3-year average 
income. 


Tax reform bill 


2 brackets |/ 
15% bottom rate 
28% over $17,850 

2 brackets 1|/ 
15% bottom rate 
28% over $25,300 

2 brackets I/ 


15% bottom rate 
28% over $29,750 


$3,000 2/ 
4,400 2/ 
5,000 2/ 

$2,000 3/ 


Repealed. 


Nondeductible. 
Nondeductible. 
One-fourth of health 
insurance costs 
deductible. 


Repealed. 


|/ These schedules will become effective in 1988. In 1987, there wil! 
be five tax brackets of II, 15, 28, 35 and 38.5 percent. 2/ Effective in 
1988. 3/ Effective in 1989. Exemption is $1,900 in 1987 and $1,950 in 1988. 


percent (SO percent tax rate x 40 percent 
taxable). After full phase-in of the new law, 
the top rate on capital gains will be 28 
percent. The increase will be even greater for 
some farmers in lower tax brackets. At 
present, the bottom tax rate is 11 percent, and 
the corresponding tax rate on capital gains is 
4.4 percent. Under the new law, the bottom 
tax rate on ordinary income and capital gains 
will be 15 percent. 


Cash Accounting 


Under current law, farmers are allowed to 
use the cash method of accounting for income 
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tax purposes. Under cash accounting, income 
is recognized in the year it is received, 
expenses are deducted in the year they are 
paid, and changes in the value of inventories 
are ignored. This greatly simplifies 
recordkeeping. However, it also allows 
investors to claim tax deductions (and earn tax 
savings) in the early years of an investment 
and postpose taxes on income by building 
inventories that are not taxed until they are 
sold. 


Under the new tax law, farmers will 
retain the option of using cash accounting, but 
there will be a limit on tax deductions for 





Table 40.---Tax treatment of farm capital under old and new law 


Asset type 





Investment 


tax credit 


Old 
law 
Motor vehicles !/ 6% 
Farm machinery 2/ 10% 
Crop storage structures 3/ 10% 
Unitary livestock 
structures 4/ 10% 


Multipurpose structures 5/ 


1/ Autos and trucks. 
machinery except motor vehicles. 


New 
law 


Tax Depreciation 
life rate 
Old New Old New 
law law law | aw 
3 yr. 5S yr. 150% 200% 
5 yr. 7 yr. 150% 200% 
5 yr. 7 yr. 150% 200% 
5 yr. 7 yr. 150% 200% 
19 yr. 20 yr. 175% 150% 


2/. Tractors, combines, and all other farm 
3/ Silos, corn cribs, grain storage 


bins, and all other structures used principally for the bulk storage of 


crops. 


4/ Milking parlors, poultry houses, unitary hog-raising facil- 


ities, and other structures used for the housing, raising, and feeding 


of a single type of livestock. 


5/ Barns, machine sheds, garages, ware- 


houses, dwellings for hired farm labor, structures used for the housing, 
raising, or feeding of more than one type of livestock, and all struc- 


tures not classified elsewhere. 


prepaid expenses. Each year, tax deductions 
for prepayments of feed, seed, fertilizer, and 
other supplies will be limited to 50 percent of 
the total value of the farm costs (wages, 
interest, depreciation) and farm inputs (feed, 
seed, etc.) that are actually used in or 
attributable to the given tax year. 


Development Expenditures 


Under current law, farmers are allowed to 
claim immediate tax deductions for 
expenditures associated with the development 
of certain capital assets. Examples of such 
expenditures include the costs of raising dairy 
and breeding livestock to maturity, and the 
cost of caring for new orchards and vineyards 
until they reach bearing age. (Citrus and 
almond groves are an exception; their 
development expenses must be capitalized.) 


Under the Tax Reform Act, development 
expenditures must be capitalized if the 
animals or plants (except timber) have a 
development period of 2 years or longer. 
Capitalized expenditures are added to the cost 
or basis of the developed assets, and they can 
be claimed in future years as depreciation 
deductions, or they can be subtracted from 
asset price (at the time of sale) to compute 
taxable gain. In either case, the capitalization 
results in a postponement of the tax savings. 


The requirement to capitalize 
development expenditures could impose a 
significant recordkeeping burden on many 
farmers. To reduce this burden, the new law 
gives each taxpayer the option of continuing 
to take immediate deductions for these 
expenses. However, those who elect this 
option must use straight-line depreciation for 
all farm assets that are placed in service while 
the election is in effect. 


The Tax Reform Act also eliminates the 
immediate deductibility of expenditures for 
soil and water conservation and land clearing. 
Under the new law, these expenditures must 
be capitalized (added to the basis of the land) 
and recovered only when the land is sold. 
However, under the new law, farmers can 
continue to take immediate deductions for 
those expenditures that are consistent with a 
conservation plan approved by the USDA Soil 
Conservation Service or a comparable State 
agency. 


Passive Losses 


The Tax Reform Act puts new limits on 
the deductibilty of passive losses. These are 
losses from activities or businesses in which 
the taxpayer is not an active participant. 
Under current law, these losses can be used to 
offset other income and shelter it from 
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taxation. Under the new law (with some 
exceptions), passive losses cannot be used to 
offset other income. However, the losses can 
be carried forward and used to offset future 
income from the same activity. Active 
farmers will be able to continue using farm 
losses to offset other income. In general, 
nonfarmers will need to carry forward their 
farm losses until their farm investments begin 
to show a profit. 


Effects on Agriculture 


In general, farmers will benefit from tax 
reform. Once the new law becomes fully 
effective, most farm sole proprietors will pay 
lower taxes. However, with the repeal of a 
nutnber of special tax provisions, more farm 
income will be subject to taxation, and 
incentives and opportunities for tax shelter 
investments in agriculture will be reduced. 
Farm investments generally will be based 
more on economic returns and less on tax 
benefits. No adverse effects on farmland 
values are anticipated. 


Tax Liabilities 


The Tax Reform Act will reduce the 
income taxes paid by most farm sole 
proprietors, but most of the savings will be 
attributable to tax changes that are unrelated 
to the tax treatment of farm income. In 
general, farm income will be taxed more 
heavily under the new law. Thus, farmers as 
individuals will benefit from tax reform, but 
incentives for investment in farming likely 
will decline. 


Farmers' tax liabilities in 1986 will 
increase slightly because of the retroactive 
repeal of the investment tax credit. Tax rates 
will be lower in 1987, but the new 15- and 
28-percent tax brackets will not become 
effective until 1988. The increases in 
standard deductions are also delayed until 
1988. In 1987, the total income taxes of farm 
sole proprietors could be about the same as 
under current law. In 1988 and thereafter, the 
total income tax should be less than what it 
would have been under current law at the 
same level of fartn and off-farm income. 


After full phase-in of tax reform, about 


80 percent of all farmers will be in the bottom 
15-percent tax bracket. The increases in 
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standard deductions and personal exemptions 
will reduce the taxable incomes of farmers by 
about $10 billion per year, which is about 20 
percent of the current tax base of farm sole 
proprietors. Two-thirds of all farmers now 
claim the standard deduction, and will thus be 
unaffected by the repeal of some itemized 
deductions. The repeal of the deduction for 
two--earner married couples will affect only 
one-fourth of all farmers. Many farmers will 
receive substantial tax savings from the new 
health insurance deduction. 


Most farmers will be unaffected by the 
repeal of income averaging. In 1982 (the last 
year for which data are available), only 11 
percent of all farmers used income averaging. 
The average tax saving was $810. In 1984, 
new restrictions were placed on income 
averaging, thus the number of users and the 
average saving have likely declined. After full 
phase-in of tax reform, the two tax brackets 
and lower tax rates will greatly reduce the 
extra taxes that are paid by those with 
fluctuating versus stable incomes. In addition, 
with the continuation of cash accounting, 
farmers will retain some control over the 
timing of income, which will enable them to 
reduce fluctuations in taxable income. 


Farm income will be taxed more heavily 
under the new tax law. Under current law, in 
the aggregate, the farm sector pays no net 
tax. In recent years, a majority of farm 
taxpayers have reported farm losses, and the 
total farm losses have exceeded the total farm 
profits of those who show profits. To a large 
extent, this is the result of the special farm 
tax provisions and other tax credits and 
benefits that allow farm income to escape 
taxation. It has been estimated that the tax 
savings generated by farm losses are greater 
than the taxes paid on farm income. Thus, the 
Treasury is actually losing tax revenue as a 
result of its attempts to tax farm income.1/ 
Under the new tax law, the annual loss of tax 
revenue should decline substantially. 


1/In 1982, about 2.7 million taxpayers 
reported farm income and expenses on IRS 
Schedule F. About 35 percent showed a farm 
profit, and the total profit for these farmers 
was about $8 billion. The remaining 65 
percent showed a farm loss; the total farm 
loss was $18 billion. Thus, the net from 


farming for all taxpayers was a negative $10 
billion. These taxpayers reported an 
additional $13 billion in capital gains (before 
exclusion). It is likely that many of the gains 
were from nonfarm sources. The total 
off-farm income of the taxpayers with farm 
income or loss was $65 billion, and total tax 
liability was $11 billion. In the aggregate, 
nearly all of the tax liability was attributable 
to the off-farm income (and capital gains). It 
has been estimated that the Treasury would 
have received an additional $3.8 billion in tax 
revenue in 1982 if farm profits had not been 
taxed and farm losses had not been used to 
offset other income. Statistics for other 
recent years would probably show similar 
results. See Edward I. Reinsel, "Federal Farm 
Income Taxes: Is Treasury the Loser?", 
presented at the American Agricultural 
Economics Association annual meeting, Reno, 
Nevada, July 27-30, 1986. 


Investment Incentives 


In general, tax reform will reduce 
incentives for investments in farm equipment 
and structures. On average, the user cost of 
depreciable farm capital may rise by about 10 
percent. This could result in a slight decline 
in farm investment. However, the elimination 
of the investment tax credit will reduce the 
current tax bias toward equipment versus 
structures. Since the new tax law will be 
more neutral in the treatment of the various 
types of capital, it should result in an eventual 
improvement in the efficiency of the farm 
capital mix. 


The increase in the expensing limit to 
$10,000 will benefit small family farmers. 
About 90 percent of all farmers invest less 
than $10,000 per year. Beginning next year, 
these farmers will be able to expense all of 
their investment, and will thus avoid the 
burden of maintaining tax depreciation 
records. In total, about one-third of all farm 
investment will be expensed under the new 
law. However, the tax savings from expensing 
will not be as great as the current savings 
from the investment tax credit and 
depreciation. On average, the user cost of the 
expensed assets will be about 6 percent higher 
than the cost under current law with tax 
credit and depreciation. 


The repeal of the capital gains exclusion 
likely will have its greatest impact on 
livestock farmers. In 1982, 64 percent of all 
dairy farmers reported some long-term capital 
gains, versus 32 percent for other farmers. 
This is the result of the high frequency of 
sales of raised dairy cattle by these farmers. 
Beef cattle farmers and hog, sheep, and goat 
farmers were also above average in the 
reporting of capital gains, which reflects the 
fact that sales of breeding livestock often 
qualify for capital gains treatment. Since 
capital gains will be taxed at a higher rate 
under the new law, livestock operations will 
have less incentive to expand or maintain their 
dairy and breeding herds. 


The new limits on the deductibility of 
development expenditures for orchards, 
vineyards, and dairy and breeding cattle should 
have a substantial impact on investments in 
these areas. Under current law, investors 
benefit from immediate deductibility of 
development costs and from the favorable 
capital gains tax treatment of the profits at 
the time of sale. Together, these tax 
provisions can turn before-tax losses into 
after-tax profits. They attract tax shelter 
investment funds into these areas of 
agriculture, and lead to overproduction that 
distorts the mix of farm output. 


The following is an example of the effects 
of current tax provisions. Assume that it 
costs $500 to raise a dairy cow. The cow sells 
for $400, thus there is a $100 loss before 
taxes. If the farmer is in the 50-percent 
bracket, he receives $250 in tax savings by 
deducting the costs of raising the cow. When 
the cow is sold, he pays a capital gains tax of 
$80 ($400 gain x 40--percent taxable x 
$0-percent tax rate). Thus the after-tax cost 
of raising the cow is $250, the after-tax sales 
proceeds are $320, and the after—tax profit is 
$70. 


With the elimination of the current 
deductibility of development costs, there will 
no longer be a strong tax incentive to invest in 
orchards, vineyards, and dairy and breeding 
livestock. Tax shelter investments in these 
areas should decline resulting in a more 
efficient mix of farm output. 


The new limit on the deductibility of 
passive losses should also lead to a decline in 
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tax shelter investments in agriculture. 
Taxpayers will not be allowed to use farm 
losses to offset other income unless they are 
active participants in the farms that produce 
the losses. Most tax shelter investors will not 
qualify as active participants. Thus, under the 
new law, it will be much more difficult to use 
farm losses to shelter nonfarm income from 
taxation. 


Farmland Values 


Tax reform should not have a major 
effect on farmiand values. The primary 
determinants of land values are expected farm 
income and interest rates. Thus, changes in 
farm commodity and credit policies and 
general economic conditions are likely to have 
greater impacts than changes in taxation. 


The primary tax changes that will affect 
land investments are the decline in tax rates 
and the elimination of the capital gains 
exclusion. Because of these changes, 
landowners will keep a greater portion of the 
current income that they receive from 
farming or renting out their land, but they will 
pay higher capital gains taxes when they sell 
their land. The net impact on the total 
after-tax returns from a land investment will 
depend upon the income and tax bracket of the 
investor, the length of time from purchase to 
sale, and other factors. 


In general, it appears that tax reform will 
raise the profitability of land investments for 
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many high- income investors. The decline in 
the top tax rate from 50 to 28 percent will 
more than offset the increase from 20 to 28 
percent in the tax rate on capital gains. Asa 
result, high-income investors may be willing 
to bid more for land. (However, during periods 
of rising land values, these tax changes will 
reduce the attractiveness of land as a tax 
shelter.) For those farmers with average 
incomes, the tax changes will tend to offset 
each other, and there should be little or no 
effect on the after-tax profitability of land 
investments. 


Nonfarmers who borrow to buy farmland 
could be affected by the new limit on the 
deductibility of losses from passive 
investments. The limit will apply to investors 
having negative cash flows (i.e., land income 
less than interest on debt), and will require 
that the losses be carried forward to offset 
future income. The delay in claiming the 
losses will reduce the after-tax return on 
land. However, in the current farmland 
market, with little prospect for short- term 
appreciation in values, it is likely that there 
are few nonfarmers who are willing to accept 
the risks of large debt and negative cash flow 
from farmland investments. In addition, the 
new law contains an exclusion that allows 
most investors to take current deductions for 
up to $25,000 of losses from rental real estate, 
including farmland. Thus, the impacts of the 
passive loss provision on the farmland market 
will likely be small. 


Appendix table |.--Real estate farm debt excluding households, December 31 


$ owed To reporting institutions ie ndividuals 
Year : Federal Life All Farmers : and Total 


Land Banks _ insurance operating Home Total : others 


companies banks Administration : eens 
Million dollars 





1973 9,849 5,480 4,844 28712 22,885 12,914 35,800 
1974 12, 187 5,799 5,312 2,899 26, 197 14, 363 40,561 
1975 14,533 6,198 5,621 3,044 29, 396 15,764 45,161 
1976 16,881 6,828 6,075 3,311 33,095 17,258 50, 542 
1977 19,640 8, 150 6,994 3,613 38, 397 19,556 57,953 
1978 22, 686 9,698 PT 3,747 43,848 21,712 65,560 
1979 275322 11,278 7,798 6,467 52,865 25, 660 78,526 
1980 33, 208 11,991 7,760 7,021 59,980 27,801 87,781 
1981 40,254 12, 136 7,573 7,965 67,928 29,291 97,218 
1982 43,859 11,898 7,626 8, 282 71,665 29,527 101, 192 
1983 44,923 11,834 8,494 8,626 73,877 29,847 103, 726 
1984 45,236 11,592 9,313 9,148 75, 289 27,634 102,926 
1985 41,124 11,036 10,443 9,537 72,140 25, 160 97, 300 
1986P 36, 156 10, 360 11,345 10, 285 68, | 46 23,881 92,027 


Percent change in year 


1973 20.6 2iee) 14.1 6.5 13.7 [eS 12.8 
1974 23.7 5.8 D1, 6.9 14.5 11.2 ioe0 
1975 19.3 6.9 5.8 5.0 tere 9.8 ieee 
1976 16.2 10.2 8.1 8.7 12.6 9.5 ie) 
1977 16.3 19.4 15.1 9.) 16.0 [305 15.1 
i978 15.5 19.0 10.3 S7 14.2 11.0 13.1 
1979 20.4 16.3 1.0 72.6 20.6 18.2 19.8 
1980 21.5 6.3 -0 8.6 13.8 8.3 11.8 
198 | 31.2 Arie -2.4 11.8 13.3 5.4 10.8 
1982 9.0 -2.0 | 4.0 Dia) 8 4.\| 
1983 2.4 -.5 11.4 4.2 seal] eet Zeo 
1984 -/ -2.1 9.6 6.1 1.9 -7.4 -.8 
1985 -9.1 4.8 12.1 4.3 4.2 -9.0 -5.5 
1986P -12.1 6.1 8.6 7.8 -5.5 -5.1 -5.4 
Percentage distribution of debt 
1973 27.5 15.3 13.9 7.6 63.9 36.1 100.0 
1974 30.1 14.5 13.1 iv 64.6 35.3 100.0 
1975 B2ek (pe7 12.5 6.7 65.1 34.9 100.0 
1976 33.4 13.6 12.1 6.6 65.7 34.3 100.0 
1977 Dee 14.) | 6.2 66.3 33.7 100.0 
1978 34.6 14.8 11.8 Del, 66.9 areal 100.0 
1979 34.8 14.4 10.0 8.2 67.2 Zit 100.0 
1980 37.8 13.6 8.9 8.0 68.5 Bile 100.0 
1981 4|.4 12.5 7.8 8.2 69.9 30.1 100.0 
1982 43.3 11.8 739 8.1 70.8 29.2 100.0 
1983 43.3 11.4 8.2 8.3 Taz 28.8 100.0 
1984 44.0 iS 9.0 8.9 73.1 26.9 100.0 
1985 42.3 leo 10.7 9.8 74.1 27.9 100.0 
1986P 39.3 11.3 Zi (a2 74.1 25.9 100.0 


P = preliminary. 
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Moving? To change your address, send 
this sheet with label intact, showing new 


address, to EMS Information, Rm. 228, 
1301 New York Ave., N.W. Washington, 
D.C. 20005-4788 





kk Rk & RR ak KOK ek kK RE Ak kek ee K KEANE KOK ee * es 
CUSTOMER SERVICE 
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* 

* 

* Outlook reports arriving late? Not getting what you paid for? 
* Do you have other questions or concerns about ERS Outlook 

* and Situation reports? For assistance, call the Information 
* Division (202) 786-1494. 

* 
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